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THERE'S NO LIMIT

TO WHERE YOUR IP NETWORK CAN GO WITH AVICI
SYSTEMS' NEW GENERATION OF HIGH-PERFORMANCE
ROUTING PLATFORMS.

Carriers today are facing unprecedented challenges: accelerating
broadband growth, escalating service quality requirements,
and financial pressure to converge networks. To manage these
challenges, carriers are demanding more from their IP networks:
zero downtime, high return on investment, in-service upgrades,

and modular scalability.

Avici Systems builds routing solutions for the Real-Time
IP Network — a network designed for the most demanding
applications, delivering the highest reliability, and achieving

new levels of profitability.

THE REAL-TIME NETWORK
A New Model for IP Profitability

Traditional Best Effort IP Network
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The first wave of IP growth came from best-effort applications
such as web browsing and e-mail, which required only basic
connectivity. Today, a second wave.is being driven by broadband
growth, the demands of new real-time applications and the
convergence of legacy services to IP. Avici Systems is leading
the way to a new era of profitable IP growth, with routing platforms

purpose-built for the demands of the Real-Time IP Network.

REAL-TIME NETWORK
INNOVATIONS

Avici’s robust IPriori” system software
sets a new standard for network

stability and protocol scalability

Avici’s Velociti™ switch fabric provides
modular scalability, eliminating the
need for costly interconnections and
disruptive forklift upgrades

Avici’s unigue Composite Links”
technology tets carriers seamiessly
expand capacity and provides cost-
effective link protection

Avici’s revolutionary NSR™ technology
protects against router failure, delivering
99.999% system availability and in-
service software upgrades

Avici's MSC™ line card platform provides
a high-performance packet-cell sclution
that delivers ATM-like QoS and ASAP
multi-service flexibility

Avici's RAPID™ technology delivers
industry-leading protocol convergence
performance to minimize
service disruptions and

network instability




TO CUR SHAREHOLDERS

After several years of restructuring and reduced

capital spending by carriers, we believe the market

for carrier equipment began to stabilize in 2003.
During this period, we saw growth of 19% in our
gross revenues as sales increased to $39.4 million
from the $33.1 miltion reported in 2002, and as
we positioned the Company to meet the evolving
needs of carriers. Let me review some of the key
market trends and Company milestones over the
past year.

MARKET RECOVERY

In 2003, carriers began to resume spending, as
they allocated an increasing share of their capital
budgets for Internet Protocol, or IP, equipment to
help improve their return on investment and bottom
line performance. On the top line, IP services
continued to be a fast growing source of revenue
for carriers, driven by new business applications
such as VolP, VPNs, and consumer applications
such as music downloads and gaming. This growth
has also been accelerated by rapid adoption of
high-speed broadband access technologies, such
as cable, DSL, and wireless. To help their bottom
line, carriers seek to reduce costs by converging
many different networks onto a single IP core back-
bone. This enables them to reduce the significant
capital and operational expenses associated with
managing multiple networks. Given these financial
benefits, carrier spending on the core routing
market is forecast by Dell’Oro Group to grow 50%
from $1.7 billion in 2003 to $2.5 billion in 2006.

To increase our share of this expanding market, Avici
focused on a strategy to broaden our sales channels
and strengthen our leading product capabilities. To
expand beyond our historic base of direct sales

in the United States, we established major new
strategic channel partnerships with Nortel Networks
and Huawei Technologies as well as other regional
partnerships. In addition, we further strengthened the
reliability, scalability, and cost saving benefits of our
routing platforms to best meet evolving carrier needs.

STRATEGIC ALLIANCES
Huawei Technologies

In June of 2003, Avici announced a strategic
partnership with Huawei Technologies to market
and sell Avici products into the China market. China
is one of the fastest growing markets in the world
for telecom equipment, and it is the second largest
country in the world in terms of Internet users
with over 53 million at the end of last year. As

the largest private telecommunications company in
China, Huawei Technologies is an excellent partner
for Avici. Huawei Technologies brings a deep
understanding of the local customer needs, strong
service capabilities, broad carrier relationships,
and a diversified product portfolio. Huawei
Technologies selected Avici as a partner because
they recognized our technology leadership in
scalable, high-performance, and high-reliability
routing platforms. The Avici family of products is
an excellent complement to the wide range of
telecommunications products already offered by
Huawei Technologies for the voice, wireless, data
and optical market segments.

Nortel Networks

In January 2004, Avici signed a 3-year strategic
agreement with Nortel Networks and became their
worldwide preferred partner for IP core routers.
Through this strategic relationship, Nortel Networks
will integrate, sell, and support Avici’s routers as
part of Nortel Networks’ converged network




solutions. The Nortel relationship is global in scope,
and will enable Avici to teverage Nortel Networks’
relationships and sales and service capabilities
with carriers worldwide in over 150 different
countries. Nortel Networks and Avici are focused
on delivering integrated solutions specifically
tailored to seamlessly transition carriers to a
converged IP network. These solutions will leverage
Nortel Networks’ leading market position in areas
such as voice-over-IP, wireless, optical, and multi-
service and Avici’s leadership in reliable and
scalable core routing. Avici is also working with
Nortel Networks to integrate our products under
Nortel Networks’ network management systems,
which should streamline operations, administration
maintenance, and provisioning support, enabling
a seamless end-to-end solution for carriers.

PRODUCT LEADERSHIP

Avici continues to lead the market with breakthrough
routing technologies to support carriers in their
transition from multiple legacy networks to single cost-
effective IP core networks. We have the industry’s
most reliable IP platform and are the only router
vendor shipping non-stop routing technology that
guarantees 99.989% reliability, which is critical to
support the service levels expected for large numbers
of voice-over-IP calls. In addition to outstanding
reliability, Avici introduced its RAPID™ technology
which speeds network convergence times up to ten
times faster than competitive products. Those
performance improvements can make the difference
between keeping thousands of broadband customers
connected - or dropping them suddenly from the
network ~ when incidents like fiber cuts occur. To
further support the carrier transition to multiservice
IP networks, Avici has introduced the industry’s
most advanced multiservice line cards. Our award
winning Multiservice connect technology is the
most flexible and cost-effective platform to help
carriers manage their network transition, offering three
1o six times the port density of competitive products.
In sum, Avici is providing unique, industry-leading
products that enable carriers to cost-effectively
converge their networks today.

FISCAL DISCIPLINE

Over the year, Avici has successfully managed
expenses and improved our cash flow and bottom
line towards our goal of achieving positive cash flow
and profitability. We reduced operating expenses
21% year over year and increased our gross margins,
enabling us to improve our bottom line performance
by 43% compared to 2002. We also reduced our
cash usage to $29 million for the year and improved
on key cash usage metrics such as inventory
turnover. We finished 2003 with a strong balance
sheet including $96 million in cash and marketable
securities and virtually no debt. We continue to
invest our resources prudently, where we can
maximize our revenue growth opportunities.

LOOKING AHEAD

We are excited about the opportunities for Avici in
2004 given the synergy of renewed market growth,
strong new sales channel partnerships, and an
industry leading product line well matched to more
demanding market needs. As the market recovery
continues and our channel relationships ramp, we
see an opportunity to further expand our revenue
growth and market share gains in the second half
of 2004 and beyond.

| would like to thank our shareholders, employees,
customers, and other business partners for their
continued commitment to us. | look forward to
reporting on Avici’s progress throughout the
coming year.

Sincerely,

Suen b

Steven B. Kaufman
President and Chief Executive Officer
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PARTI1

ITEM 1. BUSINESS
Overview

Avici Systems Inc. provides high-speed core Internet infrastructure equipment that enables
telecommunications companies and Internet service providers, referred to as carriers, to transmit large volumes
of data across their networks. Our high-performance routing solutions are designed and built to deliver the
scalability, reliability, and performance that carriers need to support a wide range of applications while lowering
the total cost of building and operating their core data networks.

The Avici core routing product family consists of a variety of chassis and line cards to provide carriers with
flexibility in selecting a product that best fits their needs. We offer customers three different equipment
configurations, the Terabit Switch Router (TSR™), the Stackable Switch Router (SSR™), and the Quarter-rack
Scalable Router (QSR™), and each chassis is configured with our line cards and proprietary software to support a
range of speeds, protocols, and carrier services. Our core routers are designed to provide our customers:

»  Carrier-class reliability to support mission critical and new real-time services on Internet Protocol (IP)
networks. Avici routers have achieved 99.999+% system availability in operational networks;

+ In-service modular scalability to enable non-disruptive incremental capacity additions to the network.
Avici routers expand linearly from the smallest to largest configurations without costly upgrades or
network redesigns, thereby extending the longevity of the network and reducing capital and operational
costs;

* Stability and interoperability required to transform today’s complex multi-tiered networks to a cost-
effective converged IP network; and

» High performance across very large IP-based core networks. Avici routers provide Quality of Service
{QoS) to support carrier Service Level Agreements (SLAs) with their customers for mission critical
telecommunication services across an IP core network.

We utilize a direct sales force to sell and market our products to many of the large incumbent local
exchange carriers, inter-exchange carriers, and postal telephone and telegraph operators globally, such as our
existing customer, AT&T. We also market, sell, and support our products through systems integrators, sales
agents, and distribution partners, including Nortel Networks and Huawei Technologies. In January 2004, we
entered into a worldwide strategic relationship with Nortel Networks to market, sell, and support our products. In
May 2003, we entered into a strategic relationship with Huawei Technologies for sales and support of our
product in Greater China. We also have additional regional channel partners in Europe, Japan, Asia, and Latin
America.

Avici was incorporated in Delaware in 1996 and held its initial public offering in July 2000. We are
headquartered in North Billerica, Massachusetts. At December 31, 2003, we had 201 employees.

Industry Background

Traditional carrier networks were primarily built on technologies to support voice services. These legacy
voice networks used circuit switches, which dedicate an individual connection, or part of the network, for the
duration of a call even while there are pauses in the conversation. As the amount of data traffic carried over the
network infrastructure increased, carriers sought to increase the efficiency of data transmission through their
networks by adopting packet switching technologies, such as Asynchronous Transfer Mode (ATM) and Frame
Relay. Packet switching technologies enabled carriers to send data from multiple sources on the same
connection, substantially reducing the network bandwidth wasted using traditional circuit switch technology.
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In the 1990s, the Internet created a new era of innovation and growth in the telecom industry. In an effort to
build out and rapidly expand their data networks to support increased traffic, carriers invested in IP routers, and
IP emerged as the leading protocol for supporting residential, enterprise, and carrier networks. IP’s growth was
largely driven by email, web, and basic data transfer applications, which permit intermittent and delayed
transmissions of data.

Carrier IP networks are now expected to support mission critical services such as voice, Virtual Private
Networks (VPNs), online gaming, storage, and other business and residential applications. These types of IP
services are required for carriers to increase revenue and profits. However, these applications require
significantly higher levels of reliability, scale, QoS, and performance. IP has a relatively poor record of reliability
and performance, compared with voice and ATM networks. This is because traditional routers that supported the
initial build out of the Internet had an enterprise heritage—they only needed to support basic connectivity and not
the demands of SLA-compliant services. Furthermore, as IP traffic increased, the capacity constraints of these
traditional routers forced carriers to cluster multiple routers that use valuable interfaces to connect to each other
or perform forklift upgrades to new higher capacity chassis. Some carriers have also had to add a separate
aggregation layer between the edge and the core of their networks to combine multiple lower-speed connections
from edge routers onto a smaller number of higher-capacity connections. Carriers were required to deploy
duplicate or redundant routers in every Point of Presence (PoP) to improve reliability to acceptable levels. These
measures raised carriers’ capital expenditures and added operational complexity to the network, requiring more
personnel and expenditures to adequately maintain the network. Today, a maturing Internet is placing new
demands on routers.

Over the past several years, we believe that carriers have experienced a near doubling of IP traffic each year.
As TP is increasingly used to support more diverse and demanding applications, carriers require routing platforms
purpose built for the carrier network. Carriers recognize that they cannot cost effectively support multiple
networks—one for landline voice, another for IP traffic, another for wireless, and many more for separate data
networks such as ATM. Carriers envision a converged IP network where voice, data, video and wireless services
are supported over a single reliable and cost effective network. This vision requires upgrading existing best effort
IP networks to a new-real time IP network powered by carrier-grade IP routers to improve the economics of the
IP network.

Carrier Requirements for a New IP Network

The core routers that run carrier networks must evolve and support a new model of system availability
where they match the standard reliability of legacy telephony and data networks, scale in service to extend
network longevity, keep pace with new traffic requirements, and deliver the levels of service and performance to
converge legacy networks over a common IP and Multi Protocol Label Switching (MPLS) core. As a result,
carriers are demanding solutions with the following attributes:

Carrier-Class Reliability. The equipment that carriers deploy within their networks must offer the highest
level of up time and redundancy. To meet this requirement, known as carrier-class reliability, router designs must
minimize any single point of failure and provide automatic recovery from network disruptions and device errors.
Carriers require the ability to recover from service or network disruptions in the sub-second level and 99.999+%
total system availability in core IP routers.

Reduced Network Cost and Complexity. A significant portion of line card expenditures relating to the
deployment of traditional routers is dedicated to the interconnection of multiple, fixed configuration routers in
order to provide for the required amounts of capacity. To reduce costs, carriers require that every line card be
dedicated to revenue generating customer traffic and not the interconnection of routers to each other.
Furthermore, the more routers involved, the greater the ongoing operational costs of running a network. With
each addition of a new router, the complexity of the network’s design and management increases, as well as the
number of personnel needed to manage the network. As a result, carriers are demanding modular solutions that
scale in service to accommodate new capacity requirements, reduce the number of devices and, consequently, the
forecasting uncertainty, complexity, and costs of operating large capacity networks.
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Faster Service Provisioning. Networks and service demands are changing constantly, and carriers require a
cost-effective means of increasing capacity and offering new services on a continual basis. Routers must have the
ability to expand capacity in-service without the costly delays caused by forklift upgrades, complex network
reconfigurations, or other significant disruptions to the network.

High Performance. As carriers consolidate existing legacy services and deliver new services on the IP
backbone, they must provide Quality of Service, or the ability to prioritize different traffic types in order to meet
service level agreements to customers for premium services.

Interopeurdb‘ilrity. Due to economic constraints associated with upgrading an entire network to accommodate
new technologies, it is critical that new network equipment support the protocols and devices already deployed in
carrier networks.

Instead of utilizing interim solutions that provide only incremental increases in capacity, carriers are seeking
longer-term solutions that will enable them to cost-effectively build networks designed to capitalize on the
opportunities created by the growth of the Internet and the proliferation of data traffic.

The Avici Solution
Products and Technology

Our high-performance core routing family is engineered to provide a long-term solution for carrier networks
addressing a wide range of network applications across a core IP network. Avici routers were designed to deliver
new levels of scalability, reliability, and performance to IP networks using carrier-proven principles of
redundancy, in-service upgrade ability, multi-generational investment protection, and quality assurance.

Avici has developed a modular network architecture that eliminates many of the constraints of traditional
routers. Our core routing platforms support current and future traffic requirements by scaling, in-service, from
gigabits to terabits of capacity through the non-disruptive addition of line cards and chassis. Unlike traditional
routers, every port can be used to support customer traffic; no ports or external switching hubs are needed for
interconnection or scaling. Our routing platforms provide carriers with the ability to transform complex and
costly multi-tiered networks into a simplified and more stable, scalable, and reliable foundation to support traffic
growth and lower cost requirements. Our routers can also perform both the core and aggregation/hub functions in
a single platform, thereby eliminating the need for a separate aggregation layer. Our routing technologies provide
internal hardware and software redundancy to deliver carrier-grade 99.999+% system availability to support
SLAs on services such as VPNs and Voice over IP (VoIP). Because Avici products can deliver high levels of
reliability, carriers are able to remove duplicate routers and simplify their PoPs. Avici routers also enable the IP
network to recover quickly from service disruptions, a requirement for supporting real time services.

Our products provide these benefits through our proprietary technologies, including our application specific
integrated circuits, or ASICs, Velociti™ switch fabric and distributed system design, IPriori™ system software,
Composite Links™, Non Stop Routing (NSR™), and Reliable Alternate Paths for Internet Destinations
(RAPID™) technologies. We incorporate all of these proprietary technologies into each of our three available
product form factors — the Terabit Switch Router (TSR), Stackable Switch Router (SSR), and Quarter-rack
Scalable Router (QSR). The TSR, SSR, and QSR offer customers different combinations of speed capacities and
numbers of available ports in order to allow them to tailor their network infrastructure to meet their traffic needs.
We believe our core routing products establish a new model for carriers to build reliable and cost effective IP

networks.

ASIC-based Packet Routing T echnology

We have consolidated all data-flow and control processes, including packet input and output framing,
forwarding, scheduling, and switching into our application specific integrated circuits, or ASICs. We utilize a
distributed routing architecture. Each line card has its own ASICs, and, accordingly, the addition of each line
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card increases the overall capacity of our product. Our ASIC design and distributed switch fabric provide high
levels of performance by enabling line rate packet forwarding performance regardless of packet address and
route table size. We also work with leading component manufacturers in the areas of field programmable gate
arrays (FPGAs), network processors, and framers. We have established a strategic relationship with Intel for the
supply of network processors for use in our Multiservice Connect (MSC) family of line cards, which provide any
service, any port (ASAP™) flexibility to configure through software a range of services, such as ATM and packet
over sonnet (POS), and interface speeds, thereby enabling carriers to support current and future service types
over a cost effective platform.

Velociti Switch Fabric

Our Velociti switch fabric is the mechanism that transfers data from an input line card to specific output
cards in our products. This direct communication provides high-speed data transfer and, as additional capacity is
needed, enables cost-effective addition of line cards. Because ail data handling, switching, and packet processing
has been incorporated into the line cards, carriers are able to support higher speed line cards without forklift
upgrades. The Velociti switch fabric also gives our products a high level of reliability by creating multiple
connections between pairs of input and output line cards. In the event one path fails, one of the backup paths is
selected to continue data transmission, thereby substantially reducing the risk of disruption to the network.

IPriori Carrier System Control Software

Avici’s IPriori system software has been developed to optimize and control switching and routing in all of
our products. IPriori is built on a distributed model, which uses multiple processor units to provide increased
levels of reliability and scalability, and is specifically designed to address the system requirements arising from
scaling to a large number of ports. Through our network deployments and extensive field-testing, we have
successfully demonstrated the interoperability of our products with standard protocols such as BGP, OSPF, IS-IS,
and MPLS. Each software release is exhaustively tested under extreme traffic loads and multi-protocol stresses
for optimal stability, interoperability, and performance in operational carrier networks.

Composite Links for Seamless Capacity Additions and Cost-Effective Link Protection

Avici’s proprietary Composite Links technology enables carriers to seamlessly expand capacity in the PoP
by enabling multiple physical links or fiber interfaces between two Avici routers to be grouped into a single
logical connection. This technology provides greater flexibility to carriers in migrating to higher-speed
backbones that leverage multiple generations of fiber infrastructure and speeds. The interfaces used in Composite
Links can support up to a 4:1 speed ratio. For example, this would allow OC-48c members to be combined with
OC-192c members. A virtual 40-gigabit or higher connection can be supported today by combining lower speed
interfaces into a single logical connection. Hardware upgrades can be done without costly downtime by adding or
removing router modules without disruption to packet ordering, routing tables or traffic flows. Composite Links
also provide carriers with cost-effective link protection through the ability to recover from failures on individual
member-link interfaces. If a physical-layer failure occurs in the network that affects one or more of the member-
link interfaces, all traffic is redistributed to the remaining member-links in less than 45 milliseconds—
minimizing traffic loss and avoiding disruption at the IP layer.

Non-Stop Routing (NSR) Technology

Our products have been designed and manufactured to be highly reliable in the core of carrier networks.
Avici’s NSR technology provides nodal reliability by protecting against failure of the route controller (brain of
the router), enabling carriers to achieve 99.999+% system availability in a single router. This functionality is
achieved by having a second route controller that takes over routing functions in the event the primary fails. In
the event of a failure of the primary route controller, NSR technology will enable the primary controller to switch
over to an active backup route controller without disrupting the routing protocol interactions with other routers,
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without resetting line cards, and without disrupting service. NSR also provides carriers the ability to perform an
in-service upgrade to a newer version of IPriori software without taking the router down and without disrupting
service to customers. Many of today’s IP networks also use two core routers within a PoP to increase reliability.
Avici NSR can provide potential cost savings by enabling carriers to end the costly practice of duplicating
routers to increase router reliability.

Reliable Alternate Paths For Internet Destinations (RAPID) Technology

Traditional IP networks have relied on the ability of routers to route around failed links when there is a
failure. However, taking multiple seconds to recover when a link fails is not acceptable since data and service
connections can be lost during that period. In order to support a multi-service network, routers need to quickly
route traffic around network disruptions. Avici’s RAPID technology significantly improves recovery times,
providing carriers the ability to achieve higher levels of network reliability.

Avici’s RAPID technology uses advanced software and routing algorithms to dramatically improve the
recovery speed after a network disruption by pre-configuring alternate routing paths in the network. RAPID
provides link protection internal to the system and does not require the complex manual configuration of setting
up alternate paths associated with other protection methods.

All Avici routers provide support for other protection mechanisms such as MPLS Fast Reroute, APS, and
802.3ad link aggregation.

Strategy

Our goal is to design, develop, and deliver carrier—class core routing solutions that provide the foundation
for IP networks as they mature and enter a new phase of growth. Avici routers can help carriers redefine the
economics of 1P networks, delivering the reliability to support new real-time services, the in-service scalability to
adapt to new traffic requirements and extend the longevity of the network, and the ability to converge networks
to simplify the PoP and lower capital and operational costs. The key elements of our strategy are to:

Extend Technological Capabilities. We have developed a family of core routing solutions designed to
address a wide range of applications in carrier networks. Our products provide multi-generational investment
protection enabling carriers to support new products in existing chassis. We plan to continue to invest in research
and development to meet the evolving requirements of carrier networks. In addition, we plan to enhance the-
features on our products to address new market developments.

Leverage Leading Distribution Channels. We augment our direct sales efforts with distribution channels to
penetrate new geographies and carrier accounts. We have established a strategic relationship with Nortel
Networks to market, sell, and support our products to carriers worldwide. We have also established a strategic
relationship with Huawei Technologies for sale and support of our products in Greater China. In addition, we
have developed other channel relationships with local reselier partners in a number of geographic regions to
expand our global presence.

Continue Penetration of Key Carrier Accounts. We strive to capture the market opportunity presented by
carriers demanding additional capacity as well as carriers seeking to cost effectively support new and existing
services. We initially focused on a select group of leading carriers with the TSR. With the introduction of the
SSR in October 2001 and the QSR in November 2002, we have expanded our total addressable market to include
smaller service providers, metropolitan area network cores, and international carriers. Avici TSR, SSR, and QSR
routers can support a wide range of core applications from the smallest to the largest PoPs in world.
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Enable New Carrier Service Offerings. We work closely with our customers, prospective customers, and
distribution channel partners to understand carriers’ network requirements. We use this knowledge to develop
new features and functionalities to enable carriers to better support their customers. We will seek additional
opportunities to enhance our product features and promote our products as an effective means for carriers to
capitalize on new service opportunities.

Rely on Strategic Outsourcing. Our manufacturing outsourcing strategy enables us to focus our resources on
our core competencies of product design and development. Although we design and develop our ASICs and other
proprietary technologies, we select and work closely with ASIC fabrication and electronics manufacturing
providers to promote the cost-effective, timely and reliable manufacture and testing of our products. We have
also established a relationship with an off-shore project developer for selected software development projects.

Sales, Marketing, and Customer Service and Support

We sell and market our products through our direct sales force, sales agents, systems integrators, and third
party distributors, including Nortel Networks and Huawei Technologies.

In January 2004, we entered into a strategic relationship with Nortel Networks. Under the terms of this
agreement, Nortel Networks will market, sell, and support our products on a worldwide basis. The initial term of
the agreement is three years and it automatically renews for additional one-year terms. There is no minimum
purchase commitment associated with the agreement. Nortel Networks will market and sell our products on a
preferred basis under which certain end user customer accounts have been designated as exclusive for Nortel
Networks, subject to meeting various milestones. In addition, technology from both companies will be
incorporated as part of Nortel Networks’ converged network solutions based upon IP technology. These
converged network solutions will target VoIP, wireless/wireline convergence, and carrier data applications
supplying carriers a transition to a converged network.

In the second quarter of 2003, we entered into a strategic relationship with Huawei Technologies. The
agreement describes the terms and conditions under which Huawei Technologies may acquire products from us
for sale, distribution, and support in Greater China. The initial term of the agreement is two years and may be
renewed for additional one-year periods. The agreement has no minimum purchase commitment associated with
1t.

Our international sales are conducted through a direct sales force, systems integrators, distributors, and sales
agents. In addition to Nortel Networks and Huawei Technologies, we have regional partners in Europe, Japan,
Asia, and Latin America.

Our sales cycle to carriers typically is a lengthy and deliberate process. After preliminary discussions,
prospective customers may receive evaluation equipment to encourage formal testing. The sales cycle normally
includes Iaboratory testing in which our products are evaluated against competing products for performance,
scalability, reliability, interoperability, and other measures. Upon completion of the laboratory tests, one product
is typically selected for field trials in which the product is deployed in a carrier’s network in a limited and
controlled fashion. Only after successful completion of field trials will carriers place orders for commercial
deployment across their networks over time.

We believe that a broad range of support services is critical to the successful installation and ongoing
support of our products, the development of long-term relationships with customers and the generation of
additional sales of our products to our customers. We are committed to providing our customers with the highest
levels of service and support either directly or through the service organizations of our distribution partners.

Customers

Our target end-user customers include incumbent local exchange carriers, inter-exchange carriers, postal
telephone and telegraph operators or PTTs (international incumbent operators), international competitive carriers,
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Internet service providers, and agencies of the United States government. During 2001, 2002, and 2003,
unfavorable economic conditions caused a significant decrease in carrier capital spending and network expansion
plans thus creating delays in purchasing decisions by telecommunications service providers. There are market
indications that economic conditions may be improving and we expect that capital spending for IP networks may
increase in the latter half of 2004.

During 2000, we entered into customer agreements with AT&T Corp., Qwest Communications, WilTel
Communications Group, formerly known as Williams Communications, and Enron Broadband Services. These
agreements provide the terms and conditions under which these customers may purchase equipment from us. At
December 31, 2003, the status of these agreements were as follows:

Our agreement with AT&T has no minimum purchase commitment level and remains in effect until
terminated by either party. AT&T has deployed our TSR product in thirteen locations within its North American
IP backbone network and we expect continued deployments in additional locations.

QOur agreement with Qwest provided for a minimum purchase commitment, which was met in 2002. The
agreement continued until July 2003 and, by its terms, was automatically renewed for an additional one-year
term. We do not expect additional purchases under this agreement.

In December 2001, Avici amended its agreement with WilTel and extended its term through December
2003. The amended agreement provided for a cash payment of $8.5 million, which we received in December
2001 in lieu of remaining purchase commitments in the original agreement totaling $25 million. The $8.5 million
payment represented $2.7 million for product deliveries made in the fourth quarter of 2001, and $5.8 million
available as a credit applicable at various rates against future purchases through 2003. Approximately $2.8
million of the $5.8 million was used by WilTel to acquire equipment in 2003 and the remaining $3 million was
unused and expired as an available credit at December 31, 2003. The unused credit was included in other income
in our results of operations for the year ended December 31, 2003.

Our agreement with Enron had a purchase commitment of $15 million. In December 2001, Enron
Broadband Services filed for United States bankruptcy protection. We do not expect to generate additional
revenue from Enron.

Avici’s products are currently in various stages of trials and tests with prospective customers, both
internationally and domestically. Deployment of our products is dependent upon the successful completion of
such trials. There can be no assurance as to the timing of the completion of these trials and tests or that their
outcome will be favorable.

During the year ended December 31, 2001, AT&T, Qwest, and Enron, each accounted for greater than 10%
of our net revenue. During the year ended December 31, 2002, AT&T and Qwest each accounted for greater than
10% of our net revenue. During the year ended December 31, 2003, AT&T accounted for greater than 10% of

- Our net revenue.

Research and Development

We believe we have a team of skilled engineers responsible for product design and development, quality
assurance, and documentation. Our engineers have significant experience in optical networking, hardware and
software, with particular strengths in the areas of high speed interconnect, scalable connection fabrics, ASIC
development and Internet routing protocols. We believe that strong product development capabilities are
essential to our strategy of enhancing our core technology and developing additional applications in an effort to
maintain the competitiveness of our product offerings. We have made, and wili continue to make, a substantial
investment in research and development. Research and development expenses were $46.5 million, $55.8 million,
and $61.5 million for the years ended December 31, 2003, 2002, and 2001, respectively.
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Competition

The market for intelligent data networking equipment is intensely competitive, subject to rapid
technological change and significantly affected by new product introductions and other market activities of
industry participants. This market historically has been dominated by Cisco Systems, which as a result of its
early leadership position in the market has been able to develop and promote a broad product line of routers. We
also compete with other established companies such as Juniper Networks. We may experience reluctance by our
prospective customers to replace or expand their current infrastructure solutions, which may be supplied by these
competitors, with our products. In addition, these competitors have significantly broader product lines than we do
and may bundle their products with other networking products that we do not offer. In order to compete
effectively, we must deliver a technologically advanced product that is superior in meeting the needs of carriers,
namely a product which:

» scales easily and efficiently with minimum disruption to the network;
* interoperates with existing network designs and equipment vendors;
* provides extremely high network reliability and performance; and

+ creates a cost-effective solution for our target customers.

In addition, we must leverage our distribution partners to extend market acceptance of our products with
carriers.

Many of our current and potential competitors have greater selling and marketing, technical, manufacturing,
financial and other resources, more customers, greater market recognition, and more established relationships and
alliances in the industry. As a result, these competitors may be able to develop, enhance and expand their product
offerings more quickly, adapt more swiftly to new or emerging technologies and changes in customer demands,
devote greater resources to the marketing and sale of their offerings, pursue acquisitions and other opportunities
more readily, and adopt more aggressive pricing policies than us.

Intellectual Property

We presently have ten patents granted in the United States and over 40 United States and foreign patent
applications pending. Our success and ability to compete are dependent on our ability to develop and maintain
the proprietary aspects of our technology and operate without infringing on the proprietary rights of others. We
rely on a combination of patent protection, copyrights, trademarks, trade secret laws, contractual restrictions on
disclosure, and other methods to protect the proprietary aspects of our technology. These legal protections afford
only limited protection for our technology. We cannot be certain that patents will be granted based on our
pending or any other applications, or that, even if issued, the patents will adequately protect our technology. We
seek to protect our source code for our software, documentation and other written materials under trade secret
and copyright laws, and we seek to limit disclosure of our intellectual property by requiring employees,
consultants, and any third-party with access to our proprietary information to execute confidentiality agreements
with us.

While we rely on patent, copyright, trade secret and trademark law to protect our technology, we also
believe that factors such as the technological and creative skills of our personnel, new product developments,
frequent product enhancements, and reliable product maintenance are essential to establishing and maintaining a
technology leadership position. We cannot assure you that others will not develop technologies that are similar or
superior to our technology.

Our success will depend upon our ability to obtain necessary intellectual property rights and protect our
intellectual property rights. We cannot be certain that we will be able to obtain the necessary intellectual property

rights or that other parties will not contest our intellectual property rights.
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Manufacturing

We outsource the manufacture and assembly of our products to contract manufacturers. We primarily use
Celestica Corporation and Sanmina-SCI Corporation, both of which provide comprehensive manufacturing
services, including assembly, test and control and procurement of material, on our behalf. We design product
tests that are conducted using our test equipment by the contract manufacturer. We believe that the outsourcing
of our manufacturing enables us to conserve the working capital that would be required to purchase capital
equipment, allows us to adjust manufacturing volumes to meet changes in demand and enables us to more
quickly deliver products.

Employees

As of December 31, 2003, we had 201 employees. Our future success will depend in part on our ability to
attract, retain and motivate highly qualified technical, sales and management personnel, for whom competition is
intense. Our employees are not represented by any labor union. We believe our relations with our employees are
good.

Financial Information about Geographic Areas

See section (m) of Note 1 to Consolidated Financial Statements at Item 8 incorporated herein by reference.

Additional Information

Qur Internet address is www.avici.com. On our Investor Relations web site, located at www.avici.com, we
post the following filings as'soon as reasonably practicable after they are electronically filed with or furnished to
the Securities and Exchange Commission: our annual report on Form 10-K, our quarterly reports on Form 10-Q,
our current reports on Form 8-K, our proxy statement on Form 14A related to our annual stockholders’ meeting
and any amendments to those reports or statements filed or furnished pursuant to Section 13(a) or 15(d) of the
Securities Exchange Act of 1934. All such filings on our Investor Relations web site are available free of charge.

ITEM 2. PROPERTIES

Our headquarters is currently located in a leased facility in North Billerica, Massachusetts, consisting of
approximately 81,000 square feet under a lease expiring in October 2007. In the third quarter of 2001, we
recorded a restructuring charge that included all remaining lease payments associated with an 18,000 square foot
facility located inrthe-same office complex, which expired in June 2003. In the third quarter of 2002 we recorded
an additional restructuring charge which included all the remaining lease payments associated with a 51,000 - -
square foot facility located in the same office complex, which we are no longer occupying and which lease

-expires in July 2004. We also lease sales office space in several locations in the United States, Europe and Asia.

The commercial real estate market in the Boston area is unpredictable in terms of available space, rental and
occupancy rates and preferred locations. However, we expect our current space will be adequate to support our
targeted growth for the next twelve to eighteen months.

ITEM 3. LEGAL PROCEEDINGS

In addition to claims in the normal course of business, twelve purported securities class action lawsuits were
filed against Avici and one or more of Avici’s underwriters in Avici’s initial public offering, and certain officers
and directors of Avici. The lawsuits alleged violations of the federal securities laws and were docketed in the
U.S. District Court for the Southern District of New York (the “Court”) as: Felzen, et al. v. Avici Systems Inc., et
al., C.A. No. 01-CV-3363; Lefkowitz, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-3541; Lewis, et al. v.
Avici Systeris Inc., et al.,, C.A. No. 01-CV-3698; Mandel, et. al v. Avici Systems Inc., et al., C.A. No. 01-CV-
3713; Minai, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-3870; Steinberg, et al. v. Avici Systems Inc., et
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al., C.A. No. 01-CV-3983; Pelissier, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-4204; Esther, et al. v.
Avici Systems Inc., et al., C.A. No. 01-CV-4352; Zhous, et al. v. Avici Systems Inc. et al., C.A. No. 01-CV-
4494; Mammen, et al. v. Avici Systems Inc,, et. al., C.A. No. 01-CV-5722; Lin, et al. v. Avici Systems Inc., et
al., C.A. No. 01-CV-5674; and Shives, et al. v. Banc of America Securities, et al., C.A. No. 01-CV-4956. On
April 19, 2002, a consolidated amended class action complaint (the “Complaint™), which superseded these twelve
purported securities class action lawsuits, was filed in the Court. The Complaint is captioned “In re Avici
Systems, Inc. Initial Public Offering Securities Litigation” (21 MC 92, 01 Civ. 3363 (SAS)) and names as
defendants Avici, certain of the underwriters of Avici’s initial public offering, and certain of Avici’s officers and
directors. The Complaint, which seeks unspecified damages, alleges violations of the federal securities laws,
including among other things, that the underwriters of Avici’s initial public offering (“IPO”) improperly required
their customers to pay the underwriters excessive commissions and to agree to buy additional shares of Avici’s
stock in the aftermarket as conditions of receiving shares in Avici’s IPO. The Complaint further claims that these
supposed practices of the underwriters should have been disclosed in Avici’s IPO prospectus and registration
statement. In addition to the Complaint against Avici, various other plaintiffs have filed other substantially
similar class action cases against approximately 300 other publicly traded companies and their IPO underwriters
in New York City, which along with the case against Avici have all been transferred to a single federal district
judge for purposes of case management. Avici and its officers and directors believe that the claims against Avici
lack merit, and have defended the litigation vigorously. In that regard, on July 15, 2002, Avici, together with the
other issuers named as defendants in these coordinated proceedings, filed a collective motion to dismiss the
consolidated amended complaints against them on various legal grounds common to all or most of the issuer
defendants.

On October 9, 2002, the Court dismissed without prejudice all claims against the individual current and
former officers and directors who were named as defendauts in our litigation, and they are no longer parties to
the lawsuit. On February 19, 2003, the Court issued its ruling on the motions to dismiss filed by the issuer
defendants and separate motions to dismiss filed by the underwriter defendants. In that ruling, the Court granted
in part and denied in part those motions. As to the claims brought against Avici under the antifraud provisions of
the securities laws, the Court dismissed all of these claims with prejudice, and refused to allow the plaintiffs an
opportunity to re-plead these claims against Avici. As to the claims brought under the registration provisions of
the securities laws, which do not require that intent to defraud be pleaded, the Court denied the motion to dismiss
these claims as to Avici and as to substantially all of the other issuer defendants as well. The Court also denied
the underwriter defendants’ motion to dismiss in all respects.

In June 2003, Avici elected to participate in a proposed settlement agreement with the plaintiffs in this
litigation. If ultimately approved by the Court, this proposed settlement would result in a dismissal, with
prejudice, of all claims in the litigation against Avici and against any of the other issuer defendants who elect to
participate in the proposed settlement, together with the current or former officers and directors of participating
issuers who were named as individual defendants. The proposed settlement does not provide for the resolution of
any claims against the underwriter defendants, and the litigation as against those defendants is continuing. The
proposed settlement provides that the class members in the class action cases brought against the participating
issuer defendants will be guaranteed a recovery of $1 billion by insurers of the participating issuer defendants. If
recoveries totaling $1 billion or more are obtained by the class members from the underwriter defendants,
however, the monetary obligations to the class members under the proposed settlement will be satisfied. In
addition, Avici and any other participating issuer defendants will be required to assign to the class members
certain claims that they may have against the underwriters of their IPOs.

The proposed settlement contemplates that any amounts necessary to fund the settlement or settlement-
related expenses would come from participating issuers’ directors and officers liability insurance policy proceeds
as opposed to funds of the participating issuer defendants themselves. A participating issuer defendant could be
required to contribute to the costs of the settlement if that issuer’s insurance coverage were insufficient to pay
that issuer’s allocable share of the settlement costs. Avici expects that its insurance proceeds will be sufficient for
these purposes and that it will not otherwise be required to contribute to the proposed settlement. Consummation
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of the proposed settlement is conditioned upon, among other things, negotiating, executing, and filing with the
Court final settlement documents, and final approval by the Court. Formal settlement documents for submission
to the Court are currently being drafted. If the proposed settlement described above is not consummated, Avici
intends to continue to defend the litigation vigorously. Moreover, if the proposed settlement is not consummated,
Avici believes that the underwriters may have an obligation to indemnify Avici for the legal fees and other costs
of defending this suit and that Avici’s directors’ and officers’ liability insurance policies would also cover the
defense and potential exposure in the suit. While Avici can make no promises or guarantees as to the outcome of
these proceedings, Avici believes that the final result of these actions will have no material effect on Avici’s
consolidated financial condition, results of operations or cash flows.

The Securities and Exchange Commission (the “SEC”) is conducting several investigations relating to
Qwest Communications (“Qwest”) and its business relationships. In the SEC investigation entitled “Issuers
Related to Qwest,” Avici understands that it is one of eleven companies whose business dealings with Qwest are
being investigated. Avici has cooperated with these investigations and there has been no wrong doing by Avici
alleged in any of these investigations. How long these investigations may continue and their ultimate outcome
cannot be determined.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

During the quarter ended December 31, 2003, no matters were submitted to a vote of security holders
through the solicitation of proxies or otherwise.
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PARTII

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER

MATTERS

Price Range of Common Stock

Our common stock has been traded on the NASDAQ National Market under the symbol “AVCI” since July

28, 2000. Prior to that time, there was no public market for our stock. The following table sets forth, for the

periods indicated, the high and low sale prices as reported on the NASDAQ National Market, adjusted to give

effect of the November 8, 2002 one-for-four reverse stock split.

High

Fiscal 2003

FIESt QUANTET . ..ottt ettt $ 397
Second QUAITET . .. ...ttt ettt e e $ 6.98
Third QUAITEr . . ..ottt ettt e e e e $ 732
BoUrth QUaTEr . .. i e e e $ 8.73
Fiscal 2002

FIrSt QUaI T . ..ottt e e e e e e e $13.52
SeCOMd QUAITET . .ottt et e et e e e e $10.00
Third QUarter . ... oo e $ 452
Fourth QUArter .. .. ..ottt e e e e e $ 4.30

As of March 5, 2004, there were approximately 408 stockholders of record.

Dividend Policy

Low

$3.45
$3.47
$5.30
$5.56

$6.08
$3.92
$2.32
$2.28

We have never paid or declared any cash dividends on our common stock or other securities and do not
anticipate paying cash dividends in the foreseeable future. Any future determination to pay cash dividends will

be at the discretion of the Board of Directors and will be dependent upon our financial condition, resuits of

operations, capital requirements, general business condition and such other factors as the Board of Directors may

deem relevant.

Information concerning our equity compensation plans is set forth in our Definitive Proxy Statement with
respect to our 2004 Annual Meeting of Stockholders to be filed with the Securities and Exchange Commission

not later than 120 days after the end of the fiscal year, under the heading of “Equity Compensation Plan
Information,” which is incorporated herein by reference.
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ITEM 6. SELECTED CONSOLIDATED FINANCJAL DATA

The following selected consolidated financial data should be read in conjunction with the consolidated
financial statements and notes thereto and with “Management’s Discussion and Analysis of Financial Condition
and Results of Operations” and other financial data included elsewhere in this report. The statement of operations
data for the years ended December 31, 2003, 2002 and 2001, and the balance sheet data as of December 31, 2003
and 2002 are derived from our andited consolidated financial statements, which are included elsewhere in this
report. The statement of operations data for the years ended December 31, 2000 and 1999 and the consolidated
balance sheet data as of December 31, 2001, 2000 and 1999 are derived from our audited consolidated financial
statements which are not included in this report. The historical results are not necessarily indicative of results to
be expected for any future period.

Year Ended December 31,
R 2003 . 2002 2001 2000 1999
(in thousands, except share and per share data)

Statement of Operations Data:
Gross revenue: :
Productrevenue ....................... $ 35135 $ 29,388  § 52,868 $15775 § —

Servicerevenue ................ e 4,281 3,756 3,775 112 —
Grossrevenue ................ 39,416 33,144 56,643 15,887 —
Common stock warrant
discount—Product ................... (2,4531) (3,266) (3,267) (817) —
Netrevenue .................. 36,965 29,878 53,376 15,070 —_
Cost of revenue—Product . .............. 11,606 15,133 50,223 - 11,157 —
Cost of revenue—Service ............... 3,053 : 2,272 22,721 789 . —_
Grossmargin ................. 22,306 12,473 432 3,124 —
Operating expenses:
Research and development .......... 46,483 55,844 61,527 54,055 36,821
Sales and marketing ............... 10,863 13,462 18,848 11,928 5,601
General and administrative .......... 6,077 7,178 9,538 4,771 3,041
Stock-based compensation .......... 1,022 4,111 15,003 18,659 3,171
Restructuring charges .............. — “ 925 1,061 — —
Common stock warrant expense ... ... - — —_ 2,400 —
Purchased in-process research and
development ................... - — — 4,000 —
Total operating expenses .. ... ... 64,445 81,520 105,977 95,813 48,634
Loss fromoperations . .................. (42,139) (69,047)  (105,545) (92,689) (48,634)
Interestincome . ........... .. 2,181 4,201 10,698 8,735 1,533
Interestexpense .............. ........ 30) (161) (645) (733) (689)
Otherincome,net* . ................... 2,957 227 —_ — —
Netloss ..o, $ (37,031) § (64,780) $(95,492) $(84,687) $(47,790)
Basic and diluted net loss per share ....... $ (3.02) § (5200 $ (775 $ (14.77) $ (55.95)
Weighted average common basic and diluted

shares ........... ... ool 12,248,606 12,456,221 12,314,577 5,734,596 854,134

Pro forma basic and diluted net Toss per . _
share (unaudited) .................... ‘ : (8.11)

Pro forma weighted average common basic
and diluted shares (unaudited) ......... ) 10,440,934

*  Includes $3.0 million of customer credits that expired unused in 2003 and $0.3 million of gain from an
insurance settlement in 2002.
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Prior to Avici’s initial public offering which was consummated on August 2, 2000, weighted average
common shares used in computing basic and diluted net loss per share exclude unvested shares of common stock
subject to repurchase rights, as well as shares issuable upon conversion of redeemable convertible preferred
stock. Weighted average common shares used in computing pro forma basic and diluted net loss per share
includes the weighted average effect of the foregoing unvested restricted shares of common stock as well as
shares issuable upon conversion of redeemable convertible preferred stock from the respective dates of issuance.
Basic and diluted net loss per share are the same because all outstanding common stock options have been.
excluded, as they are considered antidilutive (see footnote 1(j) of the Notes to the Consolidated Financial
Statements).

As of December 31,
2003 2002 2001 2000 1999
{ in thousands )

Balance Sheet Data:

Cash, cash equivalents and marketable securities .... $ 95930 $125,089 $164,441 $254931 $ 47,917

Working capital .......... ... ... .. 56,821 64,725 116,672 225,340 40,863

Total @SSets .. vt v e 116,046 158,154 220,277 302,088 61,839

Long-term obligations, less current portion . ........ — 46 753 3,072 6,390

Redeemable convertible preferred stock ........... — — — — 123,441

Total stockholders’ equity (deficit) ............... 100,227 134,807 193,687 267,878  (79,746)

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion and analysis should be read in conjunction with “Selected Consolidated Financial
Data” and the accompanying consolidated financial statements and related notes included elsewhere in this Form
10-K. The following discussion contains forward-looking statements which involve risks and uncertainties. We
make such forward-looking statements under the provision of the “Safe Harbor” section of the Private Securities
Litigation Reform Act of 1995. Any forward-looking statements should be considered in light of the factors
described below in this Item 7 under “Factors That May Affect Future Results.” Actual results may vary
materially from those projected, anticipated or indicated in any forward-looking statements. In this Item 7, the
words “anticipates,” “believes,” “expects,” “intends,” “future,” “could,” “will,” and similar words or expressions
(as well as other words or expressions referencing future events, conditions or circumstances) identify forward-
looking statements.

3% &

Overview

Avici Systems provides high-speed data networking equipment that enables telecommunications companies
and Internet service providers to transmit high volumes of information across their networks.

Since our inception, we have incurred significant losses. As of December 31, 2003, we had an accumulated
deficit of $365.6 million. Our operating activities from inception through 1999 were primarily devoted to
research and development, including the design and development of our proprietary application specific
integrated circuits, or ASICs, and software, and system testing the Avici Terabit Switch Router (TSR®). Revenue
was first recognized during the first quarter of 2000. Since then we have also built our administrative, marketing,
sales, customer support and manufacturing organizations and developed strategic relationships with systems
integrators, distributors, customers and complementary vendors. We have not achieved profitability on a
quarterly or an annual basis and anticipate that we will continue to incur operating losses in the foreseeable
future. We have a lengthy sales cycle for our products and, accordingly, we expect to incur significant selling and
other expenses before we realize the related revenue. During 2001 and 2002 we took actions to realign our cost
structure in reaction to industry conditions resulting in a significant decrease in capital spending by
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telecommunications service providers. We expect that sales and marketing, research and development, and
general and administrative expenses will increase as our business expands. As a result, we will need to generate
significant revenues to achieve and maintain profitability.

During the fourth quarter of 1999 we introduced the TSR which is purpose-built for the stresses of carrier
core routing in large IP networks. The first TSR sale occurred during the first quarter of 2000. During 2001 we
introduced the Avici Stackable Switch Router (SSR™), a rack-mountable scalable router for carriers and service
providers with smaller core networks. The first SSR sale occurred during the fourth quarter of 2001. During the
fourth quarter of 2002, we introduced the Avici Quarter-rack Scalable Router (QSR™), which provides customers
with one of the smallest footprint, highest density routers commercially available. The first QSR sale occurred
during the fourth quarter of 2003. We currently market our products to major carriers in North America through
our direct sales force and third party distribution. We also market our products internationally through sales
agents, systems integrators and distributors, and through a direct sales force in Europe and Asia. We currently
provide product installation and customer field support through our internal customer service organization and
third-party support organizations. During 2003 we entered into a strategic relationship with Huawei Technologies
(Huawei) for sale of our products in Greater China'and distribution arrangements with several resellers. In
January 2004 we entered into a worldwide strategic relationship with Nortel Networks (Nortel) to market, sell
and support our products.

Our target end-user customers include incumbent local exchange carriers, inter-exchange carriers, postal
telephone and telegraph operators (PTTs) (international incumbent operators), international competitive carriers,
Internet service providers, and agencies of the United States government. Our products have been deployed at
AT&T Corp. (AT&T), Qwest Communications (Qwest), several agencies of the United States government, and
in laboratory environments including the France Telecom R&D VTHD research network and Chung Hwa
Telecom, among others. Our products are currently in trials and tests with additional prospective customers, both
internationally and domestically. There can be no assurance as to the timing of the completlon of these trials and
tests or that their outcome will be favorable.

Revenues

We expect that in the foreseeable future, substantially all of our revenue will continue to depend on sales of
our TSR, SSR, and QSR to current customers and a limited number of potential new customers. We also expect
to generate revenue through our distribution and OEM partnering arrangements. Generally, these customers and
partners are not contractually committed to purchase any minimum quantities of products from us.

The initial term of our procurement agreement with AT&T continued through December 2003. The
agreement remains in effect unless terminated by either party. We have no current intention to terminate the
agreement and we are not aware of any intention of AT&T to terminate the agreement. The agreement describes
the conditions under which AT&T may acquire equipment from us. The agreement has no minimum purchase
commitment associated with it.

Our procurement agreement with Qwest provided for an undisclosed minimum purchase commitment,
which was met in 2002. The agreement continued through July 2003 and, by its terms, was automatically
renewed for an additional one year term. We do not expect additional purchases under this agreement.

Avici amended its procurement agreement with WilTel Communications Group, formerly known as
Williams Communications (WilTel) and extended its term through December 2003. The amended agreement
provided for a cash payment of $8.5 million, which we received in December 2001 representing $2.7 million for
product deliveries made in the fourth quarter of 2001, and $5.8 million in lieu of remaining purchase
commitments in the original agreement totaling $25 million. The $5.8 million was deferred and available as a
credit at varying rates against future purchases through 2003. During the first and fourth quarters of 2003 WilTel
utilized credits of $1.5 million and $1.3 million, respectively. Upon expiration of the agreement in December
2003, we recorded the remaining unused credits of $3.0 million as other income in the fourth quarter of 2003.
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In April 2003, we entered into a strategic relationship with Huawei. The agreement describes the terms and
conditions under which Huawei may acquire equipment from us for sales and distribution in Greater China. The
agreement has no minimum purchase commitment associated with it.

In January 2004, we entered into a worldwide three-year strategic agreement with Nortel. Under this
agreement, Nortel will market, sell and support Avici’s carrier-class core routers as part of its converged network
solutions based on Internet Protocol (IP) technology. The agreement has no minimum purchase commitment
associated with it.

Restructuring Charges

From the first quarter of fiscal 2000 through the second quarter of fiscal 2001 our net revenues increased
sequentially each quarter. However, our gross revenue decreased 52% from the second quarter to third quarter of
fiscal 2001 due to unfavorable economic conditions resulting in a significant decrease in capital spending by
telecommunications service providers. In response to these conditions, we implemented restructuring programs
during the third and fourth quarters of 2001 and during the third quarter of 2002, designed to decrease operating
expenses and align resources with future growth opportunities. As a result of these programs, we recorded net
charges of $1.1 million in 2001 and $0.9 million in 2002.

The 2001 restructuring programs included workforce reductions totaling 95 employees, or approximately
24% of the then current workforce. As a result of the 2002 restructuring program, we reduced workforce by an
additional 75 employees, or 24% of the then current workforce. The affected employees received severance and
other benefits pursuant to a benefits program. We recorded charges totaling $0.9 million for termination benefits
in 2001, and an additional $0.9 million for termination benefits in 2002. These charges were before the reversal
of non-cash stock based compensation expense associated with forfeited options of $1.5 million and $1.0 million
for the 2001 and 2002 restructuring programs, respectively. Termination benefits relating to the 2001 workforce
reductions were fully paid in 2002. Termination benefits relating to the 2002 workforce reductions were fully
paid in 2003. In 2003, $0.1 million of termination benefits relating to the 2002 workforce reductions were paid.
In addition to the workforce reductions, we recorded a charge of $1.7 million in 2001, and $1.1 million in 2002,
to dispose redundant assets and to accrue lease payments associated with excess facilities. In 2003, we paid
$0.1 million and $0.6 million in lease payments relating to the 2001 and 2002 restructuring programs,
respectively. Restructuring reserves for future lease payments was $0.4 million at December 31, 2003. These
restructuring programs as well as other cost containment efforts resulted in decreases in operating expenses of
$13.1 million in 2003 as compared to 2002 and $13.4 million in 2002 as compared to 2001, excluding the effects
of stock-based compensation and restructuring charges.

Additionally, in the third quarter of 2001 we recorded a charge of $17.2 million as an element of product
cost of revenue to reflect a write down of inventories and inventory commitments for long lead-time items that
were considered to be in excess of the then foreseeable demand. The charge included commitments to suppliers
including ASICs, module components, and TSR bay components totaling approximately $9.6 million and
inventory components and finished goods on hand relating to the TSR product, totaling approximately
$7.6 million which were identified as in excess of the then forecasted demand for the next 12 months. Since the
end of the third quarter of fiscal 2001, we paid approximately $9.4 million to sefttle inventory commitments with
suppliers, and have discarded approximately $6.3 million of the excess inventory on hand.

In 2003 and 2002, we utilized inventory previously reserved of $3.6 million and $2.5 million, respectively,
primarily as a result of products sold in excess of our expectations. The utilization relating to the $17.2 million of
inventory deemed to be in excess of foreseeable requirements during the third quarter of 2001 was $1.9 million
and $2.5 million in 2003 and 2002, respectively. In the event we are able to utilize inventory on hand that was
previously reserved, we will continue to recognize credits to product cost of revenue, however, we do not expect
significant utilization of such reserved inventory to result in credits in the future.
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We expect telecommunications service providers to continue to maintain conservative levels of capital
spending in the near term. Accordingly, if spending in the telecommunications equipment market continues to
deteriorate, or if we change our business strategy, further restructuring might be necessary and such restructuring
might have an adverse impact on the results of operations and financial condition of Avici.

We outsource our manufacturing operations to contract manufacturers that assemble and test our products in
accordance with our specifications. Accordingly, a significant portion of our product cost of revenue involves
payment to these entities. Avici’s cost of revenue also includes overhead costs, primarily for material
procurement associated with our manufacturing. Warranty costs and inventory provisions are expensed as cost of
revenue-product. ‘

Research and Development

Research and development expenses consist primarily of salaries and related employee costs, depreciation
expense on laboratory equipment, prototype equipment, materials costs and third-party costs and fees related to
the development and prototyping of our proprietary technology. As a result of the restructuring actions taken in
2001 and 2002, annual research and development expenses have decreased. In the future, research and
development expenses may increase as demand for our products, product features and functionality increases.

Sales and Marketing

Sales and marketing expenses consist primarily of salaries and related employee costs, sales commissions,
travel, public relations, training and other costs associated with marketing material and tradeshows. As a result of
the restructuring actions taken in 2001 and 2002, annual sales and marketing expenses have decreased. In the
future, we expect annual sales and marketing expenses may increase in absolute doliars as demand for our
products increases and we broaden our sales infrastructure, establish sales offices in new locations domesticaily
and internationally and initiate new marketing programs.

General and Administrative

General and administrative expenses consist primarily of salaries and related costs for executive, finance,
legal, facilities, human resources and information technology personnel and professional fees. As a result of the
restructuring actions taken in 2001 and 2002, annual general and administrative expenses have decreased. In the
future, we expect that general and administrative expenses may increase in absolute dollars as we add personnel
and incur additional costs related to the growth of our business.

Common Stock Warrants

In December 2000, in connection with the execution of a nonexclusive systems and services agreement,
Avici issued a warrant to AT&T to purchase 212,500 shares of Avici’s common stock at a per-share exercise
price of $110.92. The agreement between Avici and AT&T provides AT&T with the ability, but not the
obligation, to purchase equipment and services from Avici. The warrant is nonforfeitable, fully exercisable and
has a term of five years from the date of issuance. The fair value of the warrant was calculated using the Black-
Scholes valuation model to be $9.8 million. The fair value of the warrant was deferred as a reduction to equity
and was amortized as an offset to gross revenue on a straight-line basis over the three-year term of the agreement.
The fair value of the warrant was fully amortized at December 31, 2003.

In January 2004, in connection with a three-year strategic OEM agreement, Avici issued a warrant to Nortel
to purchase 800,000 shares of Avici common stock at an exercise price of $8.03 per share. The agreement
between Avici and Nortel provides Nortel with the ability, but not the obligation, to purchase equipment and
services from Avici for its own use or for resale. The warrant is nonforfeitable and has a term of approximately
seven years from the date of issuance and is exercisable after seven years. The right to exercise the warrant may
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be accelerated if Nortel achieves certain performance milestones. The fair value of the warrant was calculated to
be approximately $6.3 million using the Black-Scholes valuation model, and will be recorded as a reduction of
revenue on a systematic basis over the economic life of the OEM agreement, which is expected to be three years.

Stock-based Compensation

Through December 31, 2001, Avici had recorded cumulative non-cash deferred compensation, primarily
relating to pre-IPO grants, as an element of stockholders’ equity, representing the aggregate difference between
the deemed fair value of Avici’s common stock and the exercise price of stock options and restricted stock
granted and the selling price of stock sold. The deferred compensation is being recognized as an expense over the
vesting period of the stock options and restricted stock. During the years ended December 31, 2003, 2002 and
2001, Avici recorded approximately $1.0 million, $4.1 million and $15.0 million, respectively, of compensation
expense. Avici expects to recognize compensation expense of approximately $0.3 million in 2004 based on stock
options and restricted stock granted prior to December 31, 2003.

Critical Accounting Policies

Avici considers the following accounting policies related to revenue recognition, inventory valuation,
warranty liabilities, and long-lived assets to be critical accounting policies due to the estimation processes and
judgments involved in each. Avici bases its estimates on historical experience and various other factors that are
believed to be reasonable under the circumstances. Actual results may differ from these estimates under different
. assumptions or conditions.

Revenue Recognition

Avici recognizes revenue from product sales upon shipment, provided that a purchase order has been
received or a contract has been executed, there are no uncertainties regarding customer acceptance, the sales
price is fixed or determinable and collectibility is deemed probable. If uncertainties regarding customer
acceptance exist, Avici recognizes revenue when those uncertainties are resolved. For arrangements that include
the delivery of multiple elements, revenue is allocated to the various elements based on vendor-specific objective
evidence of fair value (VSOE). Avici uses the residual method when VSOE does not exist for one of the
delivered elements in an arrangement. We also generate revenue from support and maintenance as well as
installation and service. We defer revenue from support and maintenance contracts and recognize it ratably over
the period of the related agreements. We recognize revenue from installation and other services as the work is
performed. In the event the Company is unable to meet one or all of the above criteria on a timely basis, revenue
recognized for any reporting period could be adversely affected.

Inventory Valuation

We value our inventory at the lower of the actual cost to purchase or the current estimated market value. We
regularly review inventory quantities on hand and inventory commitments with suppliers and record a provision
for potentially excess and obsolete inventory based primarily on our estimated forecast of product demand for up
to the next twelve months. As demonstrated during 2001, demand for our products can fluctuate suddenly and
significantly due to changes in economic and business conditions. A significant increase in demand for our
products could result in a short-term increase in the cost of inventory purchases while a significant decrease in
demand could result in an increase in the amount of excess inventory on hand and at suppliers. In addition, our
industry is characterized by rapid technological change, frequent new product development, and rapid product
obsolescence that could result in an increase in the amount of obsolete inventory on hand and at suppliers.
Therefore, although we make every effort to ensure the accuracy of our forecasts of future product demand, any
significant unanticipated changes in demand or technological developments could have a significant impact on
the value of our inventory and our reported operating results.
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Warranty Liabilities

Our warranties require us to repair or replace defective product returned to us during such warranty period at
no cost to the customer. We record an estimate for warranty related costs at the time of sale based on our actual
historical return rates and repair costs. While our warranty costs have historically been within our expectations
and the provisions established, we cannot guarantee we will continue to experience the same warranty return
rates or repair costs that we have in the past. A significant increase in product return rates, or a significant
increase in the costs to repair our products, could have a material adverse impact on future operating results for
the period or periods in which such returns or additional costs materialize and thereafter.

Long-lived Assets

We review property, plant, and equipment for impairment whenever events or changes in circumstances
indicate that the carrying amount of such an asset may not be recoverable. Recoverability of these assets is
measured by comparison of their carrying amount to future undiscounted cash flows the assets are expected to
generate over the remaining economic life. If such assets are considered to be impaired, the impairment to be
recognized in earnings equals the amount by which the carrying value of the assets exceeds their fair market
value determined by either a quoted market price, if any, or a value determined by utilizing a discounted cash
flow technique. Although we have recognized no material impairment adjustments related to our property, plant,
and equipment, except those made in conjunction with restructuring actions, deterioration in our business in the
future could lead to such impairment adjustments in future periods. Evaluation of impairment of long-lived assets
requires estimates of future operating results that are used in the preparation of the expected future undiscounted
cash flows. Actual future operating results and the remaining economic lives of our long-lived assets could differ
from the estimates used in assessing the recoverability of these assets. These differences could result in
impairment charges, which could have a material adverse impact on our results of operations.

Results of Operations
Fiscal Year ended December 31, 2003 Compared to Fiscal Year Ended December 31, 2002

Revenue

Gross revenue increased $6.3 million to $39.4 million in 2003 from $33.1 million in 2002. Gross revenue
increased in 2003 primarily due to an increase in our product volume from our customers. Net revenue, after
warrant amortization of $2.5 million and $3.3 million in 2003 and 2002 respectively, increased $7.1 million to
$37.0 million in 2003 from $29.9 million in 2002. Service revenue increased $0.5 million to $4.3 million in 2003
from $3.8 million in 2002. Service revenue increased in 2003 primarily due to a larger installed base. One
customer accounted for 81% of net revenue in 2003. Two customers accounted for 53% and 42% of net revenue
in 2002.

Cost of Revenue

Total cost of revenue decreased $2.7 million to $14.7 million in 2003 from $17.4 million in 2002. Product
cost of revenue was 36% and 58% of product net revenue in 2003 and 2002, respectively. Product cost of
revenue in 2003 and 2002 are net of credits for the utilization of inventory previously reserved of $3.6 million
and $2.5 million, respectively, of which $1.9 million and $2.5 million in 2003 and 2002 relates to the one time
$17.2 million inventory related charge recorded in 2001 as a result of industry downturn. The lower percentage in
2003 is primarily due to larger inventory utilization credits in 2003, lower costs associated with changes in our -
“product mix in 2003, as well as cost reductions achieved with key suppliers and reductions of fixed costs. Service
cost-of revenue was 71% and 60% of service revenue in 2003 and 2002, respectively. The higher percentage in
2003 is primarily the result of increased service infrastructure aligned with current installed base.
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Product cost of revenue as a percentage of net revenue is affected by changes in the mix of products sold,
discounts, channels of distribution, changes in material costs, excess inventory and obsolescence charges,
changes in volume and pricing competition. We anticipate product cost of revenue as a percentage of net revenue
will increase in the future due to an expected increase in sales through distribution channels, which are typically
at a higher discount.

Research and Development

Research and development expenses decreased $9.3 million to $46.5 million in 2003 from $55.8 million in
2002. The decrease in 2003 was primarily due to a reduction in personnel related costs as a result of restructuring
programs implemented, lower project related costs and other discretionary spending reductions, partially offset
by an increase in outside contract services.

Sales and Marketing

Sales and marketing expenses decreased $2.6 million to $10.9 million in 2003 from $13.5 million in 2002.
The decrease in 2003 was primarily due to a reduction in personnel related costs as a result of restructuring
programs implemented, lower travel related costs and selective participation in marketing programs.

General and Administrative

General and administrative expenses decreased $1.1 million to $6.1 million in 2003 from $7.2 million in
2002. The decrease in 2003 was primarily due to a reduction in personnel related costs as a result of restructuring
programs implemented and other spending decreases.

Stock-Based Compensation

Stock-based compensation, primarily associated with pre-IPO grants, decreased $3.1 million to $1.0 million
in 2003 from $4.1 million in 2002. The decrease in 2003 is primarily the result of certain option grants becoming
fully vested and the related compensation becoming fully amortized, as well as the forfeiture of stock options
associated with employee terminations.

Interest Income

Interest income decreased $2.0 million to $2.2 million in 2003 from $4.2 million in 2002. The decrease in
2003 is primarily due to the decrease in invested cash balances resulting from the use of cash to fund operations
in 2003 and lower investment yields available in the market.

Interest Expense

Interest expense decreased $0.1 million to $0.1 million in 2003 from $0.2 million in 2002 primarily due to
decreases in equipment financed through capital leases.

Other Income

Other income increased $2.7 million to $3.0 million in 2003 from $0.3 million in 2002. The increase in
2003 is due to the expiration of certain customer credits totaling $3.0 million in 2003 that were previously
recorded in deferred revenue. '

Provision for income taxes

We have not recorded a provision for income taxes because we have experienced net losses from our
inception. As of December 31, 2003, we had net operating loss and tax credit carryforwards of approximately
$295.5 miilion and $9.2 million, respectively. Approximately $13.1 million of Avici’s net operating loss
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carryforwards relate to deductions associated with Avici’s stock option plans, which will be benefited through
stockholders’ equity if realized. The federal net operating loss carryforwards expire beginning in 2012 through
2023, and are subject to review and possible adjustment by the Internal Revenue Service (IRS). The utilization of
the net operating loss carryforwards may be subject to annual limitations as a result of changes in the ownership
of the Company. We did not record any tax benefits relating to these losses due to the uncertainty surrounding
the realization of our deferred tax assets.

Fiscal Year ended December 31, 2002 Compared to Fiscal Year Ended December 31, 2001

Revenue

Net revenue decreased $23.5 million to $29.9 million in 2002 from $53.4 million in 2001. Avici
experienced lower product sales during the 2002 primarily as a result of reduce capital spending by
telecommunications service providers. Service revenue was $3.8 million for both 2002 and 2001. Net revenue is
recorded net of common stock watrants discount, a non-cash charge, which totaled $3.3 million in 2002 and
2001. Two customers accounted for 53% and 42% of revenue in 2002. Three customers accounted for 47%, 23%
and 13% of net revenue in 2001.

Cost of Revenue

Total cost of revenue decreased $35.5 million to $17.4 million in 2002 from $52.9 million in 2001. Product
cost of revenue was 58% and 101% of product net revenue in 2002 and 2001, respectively. Product cost of
revenue in 2002 is net of credits for the utilization of inventory previously reserved of $2.5 million. Product cost
of revenue in 2001 includes the $17.2 million charge for excess and obsolete inventory. The lower percentage in
2002 is primarily the result of $17.2 million charge for excess and obsolete inventory in 2001 and inventory
utilization credits of $2.5 million in 2002. Service cost of revenue was 60% of service gross revenue in 2002, as
compared to 72% in 2001. The lower percentage in 2002 is primarily the result of cost reductions in Avici’s
service infrastructure to align it with current revenue levels. We anticipate cost of revenue, as a percentage of
both gross and net revenue, and after excluding the impact of the charge for excess and obsolete inventory, to
decrease on a year over year basis as the future revenue mix continues to shift to higher margin modules and as
fixed overhead costs are spread over an even greater revenue base.

Research and Development

Research and development expenses decreased $5.7 million to $55.8 million in 2002 from $61.5 million in
2001. The decrease in 2002 was primarily due to a reduction in personnel related costs as a result of restructuring
programs implemented, partially offset by an increase in depreciation expense associated with the build out of
Avici’s internal development network.

Sales and Marketing

Sales and marketing expenses decreased $5.3 million to $13.5 million in 2002 from $18.8 million in 2001.
The decrease in 2002 was primarily due to a reduction in personnel related costs as a result of restructuring
programs implemented and decreases in other discretionary marketing expenses.

General and Administrative

General and administrative expenses decreased $2.3 million to $7.2 million in 2002 from $9.5 million in
2001. The decrease in 2002 was primarily due to a reduction in personnel related costs as a result of restructuring
programs implemented and decreases in outside service costs relating to a new business system implemented
during 2001, and other spending decreases.
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Stock-Based Compensation

Stock-based compensation decreased $10.9 million to $4.1 miilion in 2002 from $15.0 million in 2001. This
decrease is primarily the result of certain option grants reaching full vesting, and the related compensation
becoming fully amortized, and the forfeiture of stock options associated with employee terminations.

Interest Income

Interest income decreased $6.5 million to $4.2 million in 2002 from $10.7 million in 2001. This decrease is
primarily due to the decrease in invested cash balances resulting from the use of cash to fund operations in 2002,
and lower investment yields available in the market. ,

Interest Expense

Interest expense decreased $0.4 million to $0.2 million in 2002 from $0.6 million in 2001 primarily due to
decreases in equipment financed through capital leases.

Other Income

During 2002, Avici recorded net gain of $0.3 million relating to the excess of insurance proceeds at
replacement value over the net book value of certain damaged information technology equipment. This gain was
partially offset by the loss on disposal of non-operational laboratory equipment.

Provision for income taxes

We have not recorded a provision for income taxes because we have experienced net losses from our
inception. As of December 31, 2002, we had net operating loss and tax credit carryforwards of approximately
$263.1 million and $8.3 million, respectively. Approximately $9.7 million of Avici’s net operating loss
carryforwards relate to deductions associated with Avici’s stock option plans, which will be benefited through
stockholders’ equity if realized. The federal net operating loss carryforwards expire beginning in 2012 through
2022, and are subject to review and possible adjustment by the Internal Revenue Service (IRS). The utilization of
the net operating loss carryforwards may be subject to annual limitations as a result of changes in the ownership
of the Company. We did not record any tax benefits relating to these losses due to the uncertainty surrounding
the realization of our deferred tax assets.

Liquidity and Capital Resources

Since our inception, we have financed our operations through private sales of equity securities, an initial
public offering in July 2000, and, to a lesser extent, equipment lease financing. From inception through
December 31, 2003, we raised approximately $410.3 million from these equity offerings. In 2003, we used $21.9
million in cash for operating activities, compared to $27.1 million used in 2002, and $53.5 million used in the
year ended December 31, 2001. The decrease in cash usage in 2003 as compared to 2002 is a result of reduced
operating losses due to improving gross margin and the effects of restructuring programs implemented, partially
offset by an increase in working capital. The decrease in cash usage in 2002 as compared to 2001 is a result of
reduced operating losses due to restructuring programs implemented, and improved inventory management
resulting in lower investments in inventory. We expect working capital requirements will increase further in the
future if product sales increase, creating larger customer receivable balances and the need to build inventory in
advance of shipment. In addition, we expect to selectively invest in infrastructure costs needed to support the
scale of operations. We also anticipate the accrual for excess facility costs of $0.4 million to be fully paid by the
end of the third quarter of 2004.

Purchases of property and equipment were $5.5 million in 2003, compared to $10.0 million in 2002, and
$37.7 million in 2001. Purchases of property and equipment decreased in 2003, as compared to both 2002 and
2001, as we focused investments in 2003 towards purchases of laboratory equipment and software required to
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support priority research and development projects, and to maintain and enhance the customer support
infrastructure. The timing and amount of future capital expenditures will depend primarily on our future growth.
We expect that capital expenditures will be between $8 million and $10 million in 2004.

During the third quarter of 2002, the Board of Directors authorized a share repurchase program, in effect for
a one year period, to acquire up to 1.5 million shares (after giving effect to a one-for-four reverse stock split
effective November 8, 2002) of our common stock in the open market at times and prices considered appropriate
by us. The share buyback program was initiated during the fourth quarter of 2002, and we purchased 291,708
shares at an aggregate cost of approximately $1.4 million in 2003. During the program we purchased 482,308
shares at an aggregate cost of approximately $2.1 million. The share repurchase program terminated during the
third quarter of 2003.

We expect that working capital and capital expenditure requirements may increase if product sales increase,
creating larger customer receivable balances, the need to build inventory in advance of shipment and the need for
increased levels of test and management information systems equipment. At December 31, 2003, we had cash
and cash equivalents of $22.4 million, short-term marketable securities of $41.2 million, and long-term
marketable securities of $32.3 million, totaling $95.9 million. In addition $0.4 million of restricted cash is
included in Other Assets as deposits for facility related obligations. We believe that our existing cash, cash
equivalents and marketable securities will be sufficient to meet our normal operating and capital requirements for
the next 24 months. However, we could be required, or could elect, to raise additional funds during that period
and we may need to raise additional capital in the future. We may not be able to obtain additional capital on
terms favorable to us or at all. The issuance of additional equity or equity-related securities would be dilutive to
our stockholders. If we cannot raise funds on acceptable terms, or at all, we may not be able to develop or
enhance our products or respond appropriately to competitive pressures, which would seriously limit our ability
to increase our revenue and grow our business.

Contractual Obligations

At December 31, 2003 our contractual obligations, which consist entirely of contractual commitments for
operating leases, capital leases and inventory purchase commitments, were as follows (in thousands):

Inventory

Operating Capital Purchase
Fiscal Year Leases Leases Commitment Total
2004 . e $1,407 §$ 46 $2,200 $3,653
2005 o e e e 1,061 — — 1,061
2000 ... e 1,115 — — 1,115
2007 L . .743 -— — ) 743
Thereatter .. ... i e e e — —_ —_ —
Total future contractual commuitments ... .........oovvrevnevnn.. $4326 $ 46 $2,200 $6,572

Payments made under operating leases will be treated as rent expense for the facilities currently being
utilized, or as a reduction of the restructuring liability for payments associated with the excess facility. We
outsource the manufacture and assembly of our products. During the normal course of business, in order to
maintain competitive lead times for customers and adequate supply of components, we enter into agreements
with certain suppliers to procure inventory based upon criteria defined by us.

Oft-Balance Sheet Arrangements

As of December 31, 2003, we did not have any off-balance-sheet arrangements, as defined in Item
303(a)(4)(ii) of SEC Regulation S-K.
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Recent Accounting Pronouncements

In November 2002, the Emerging Issues Task Force reached a consensus on Issue No. 00-21 (EITF 00-21),
“Revenue Arrangements with Multiple Deliverables.” EITF 00-21 provides guidance on accounting for
arrangements that involve the delivery or performance of multiple products, services and/or rights to use assets.
Avici adopted EITF 00-21 at the beginning of the third quarter of 2003 and it did not have a material impact on
Avici’s consolidated financial position or results of operations.

In January 2003, the Financial Accounting Standards Board issued Interpretation No. 46 (FIN No. 46),
“Consolidation of Variable Interest Entities,” which is an interpretation of Accounting Research Bulletin No. 51,
“Consolidated Financial Statements,” and addresses consolidation by business enterprises of variable interest
entities. FIN No. 46 requires existing unconsolidated variable interest entities to be consolidated by their primary
beneficiaries if the entities do not effectively disperse risks among parties involved. Variable interest entities that
effectively disperse risks will not be consolidated unless a single party holds an interest or combination of
interests that effectively recombines risks that were previously dispersed. FIN No. 46 applies immediately to
variable interest entities created after January 31, 2003, and to variable interest entities in which an enterprise
obtains an interest after that date. It applies in the first fiscal year or interim period beginning after March 15,
2004, to variable interest entities in which an enterprise holds a variable interest that it acquired before February
1, 2003. FIN No. 46 applies to public enterprises as of the beginning of the applicable interim or annual period.
In 2003 Avici did not create a variable interest entity or obtain an interest in a variable interest entity. Avici does
not expect the provisions of FIN No. 46 to have a material impact on Avici’s consolidated financial position or
results of operations.

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity,” which addresses the standards for classifying and measuring
certain financial instruments with characteristics of both liabilities and equity. SFAS 150 shall be effective for
financial instruments entered into or modified after May 31, 2003 and otherwise shall be effective at the
beginning of the first interim period beginning after June 15, 2003. Avici adopted the applicable provisions of
this statement in the third quarter of 2003 and it did not have a material impact on Avici’s consolidated financial
position or results of operations.

Factors That May Affect Future Results

We expect that substantially all of our revenues will be generated from a limited number of customers.
Our revenues will not grow if our products are not selected for or do not successfully pass field trial tests.

We currently have a limited number of customers. One customer accounted for §1% of net revenue in 2003
and two customers accounted for 95% of net revenue in 2002. We expect that in the foreseeable future
substantially all of our revenues will continue to depend on sales of our products to a limited number of
customers. The loss of any major customer could materially reduce our revenue and cash flow, and adversely
affect our ability to achieve and maintain profitability. Our sales cycle typically involves a lengthy sales
consultation process followed by laboratory testing in which our product is evaluated against competing
products. If our product is selected for field trials after laboratory testing, our product is then tested in an
operational environment. Generally, our customers do not contractually commit to purchase any minimum
quantities of products from us until we have successfully demonstrated specific performance criteria in these
field trials. We cannot predict whether our products will successfully complete laboratory tests or field trials with
particular customers or whether these customers will order and commercially deploy our products in meaningful
volumes. The failure of current or prospective customers to purchase our products for any reason, including the
failure to pass field trials, any determination not to install our products in their networks or any downturn in their
business, would seriously harm our ability to build a successful business. Even if we are successful in promoting
the adoption of our products, customers usuaily test, purchase and deploy competitive products for various
segments of their networks. Accordingly, we will likely face additional competitive challenges in further
penetrating customer accounts.
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We currently depend on a limited number of products offered in the core routing market segment and our
future revenues depend on enhancements to these products and their commercial success.

Our future growth and revenue depend on the commercial success of our TSR, SSR and QSR products,
which are the only products that we currently offer. We offer these products in the core routing market segment.
We must continue to enhance the features and functionality of our products to meet customer requirements. In
addition, the failure of these. planned product enhancements to operate as expected could delay or prevent future
sales of our products. If our target customers do not adopt, purchase and successfully deploy our products and
our planned product enhancements, our revenues could decrease significantly.

Our failure to increase our revenues would prevent us from achieving and maintaining profitability.

We have incurred significant losses in each quarterly and annual period since inception and expect to
continue to incur significant losses in the future. As of December 31, 2003, we had an accumulated deficit of
$365.6 miilion. We began recognizing revenues during the year ended December 31, 2000. We cannot be certain
that our revenues will increase or that we will generate sufficient revenues to achieve profitability. We plan to
continue product development and to selectively increase the number of our engineering, sales, marketing and
administrative employees. These efforts will require significant expenditures, a substantial portion of which we
will make long before any significant revenue related to these expenditures may be realized. In addition, our
operating expenses are based largely on anticipated revenue trends and a significant portion of our expenses, such
as personnel and real estate facilities costs, is fixed. As a result, we will need to generate significant revenues to
achieve and maintain profitability. If we fail to achieve significant increases in our revenues, our operating losses
could materially increase. We may never achieve profitability or generate positive cash flows from operations. If
we do achieve profitability or positive cash flows from operations in any period, we may not be able to sustain or
increase profitability or positive cash flows in the future.

We rely on single or limited source suppliers for several key components. If we are unable to purchase
these components on a timely basis or upon favorable terms, we will not be able to deliver our products to our
customers within the timeframes required and we may experience order cancellations.

We currently specify and purchase through our contract manufacturers several key components from single
or limited sources. We have worked with LSI Logic for five years to develop several of our key proprietary
application specific integrated circuits, or ASICs, which are custom designed integrated circuits built to perform
a specific function more rapidly than a general purpose microprocessor. These proprietary ASICs are very
complex and LSI Logic is currently our sole source supplier for them. We do not have a long-term, fixed-price or
minimum volume of supply agreement with LSI Logic. Our ASICs generally require a lengthy lead-time. If
required, we would likely be unable to develop an alternate source to L.SI Logic in a timely manner, which could
hurt our ability to deliver our products to our customers. We also purchase other critical components, including
optical components, field programmable gate arrays and other ASICs, from sole or limited sources, and at times
some of these components are subject to allocation. In addition we established a strategic relationship with Intel
to supply certain network processors for use in our Multiservice Connect family of line cards and have also
established other relationships for component supply. We do not have a long-term, fixed price or minimum
volume of supply agreement with such vendors. Although we believe that there are alternative sources for many
of these components, in the event of a disruption in supply, we may not be able to develop an alternate source in
a timely manner or at favorable prices.

We typically specify and purchase through our contract manufacturers all of our components, including our
ASICs, under purchase orders placed from time to time. We do not carry significant inventories of components
and have no guaranteed supply arrangements with our vendors. If we are unable to purchase our critical
components, or to provide for the production of our ASICs, at times and in volumes as our business requirements
necessitate, we will not be able to manufacture and deliver our products to our customers in accordance with
their volume and schedule requirements. If we are not able to satisfy the delivery requirements of our customers,
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they may reduce any future orders or eliminate our status as a vendor. Our reputation also would likely be
harmed and, given the limited number of customers in our target market, we may not be able to replace any lost
business with new customers. In addition, even if we are able to obtain these critical components in sufficient
volume and on schedules that permit us to satisfy our delivery requirements, we have little control over their cost.
Accordingly, the lack of alternative sources for these components may force us to pay higher prices. If we are
unable to obtain these components from our current suppliers or others at economical prices and favorable terms,
our margins would be adversely impacted unless we could raise the prices of our products in a commensurate
manner. The existing competitive conditions may not permit us to do so, in which case we may suffer increasing
losses or reduced profits.

We have been in business for a short period of time and your basis for evaluating us is limited.

We were founded in November 1996, our TSR became commercially available during the fourth quarter of
1999, our SSR became commercially available during the fourth quarter of 2001, and our QSR became
commercially available during the fourth quarter of 2002. Accordingly, we have limited meaningful historical
financial data upon which to base projected revenues and planned operating expenses and upon which investors
may evaluate our prospects and us. In addition, our limited operating history means that we have less insight into
how technological and market trends may affect our business. The revenue and income potential of our business
is unproven and the market that we are addressing is rapidly evolving. Our ability to sell our products depends
on, among other things, the level of demand for intelligent high-speed routers. You should consider our business
and prospects in light of the risks and difficulties frequently encountered by companies like ours in the early
stages of development.

The long and variable sales cycle for our products may cause revenues and operating results to vary
unexpectedly from quarter to quarter, which could affect the market price of our comman stock.

A customer’s decision to purchase our products involves a significant commitment of its resources and a
lengthy evaluation, testing and product qualification process. As a result, our sales cycle is likely to be lengthy.
Throughout the sales cycle, we spend considerable time and expense educating and providing information to
prospective customers about the use and features of our products. Even after our customers make a decision to
purchase, we believe that our customers will deploy our products slowly and deliberately. The timing of
deployment can vary widely and depends on the skills of the customer, the size of the network deployment, the
complexity of the customer’s network environment and the degree of hardware and software configuration
necessary. Customers with significant or complex networks usually expand their networks in large increments on
a periodic basis. Accordingly, we expect to receive purchase orders on an irregular and unpredictable basis.
Because of our limited operating history and the nature of our business, we cannot predict these sales and
deployment cycles. These long sales cycles, as well as our expectation that customers will tend to sporadically
place large orders with short lead times, may cause our revenues, cash flows and results of operations to vary
significantly and unexpectedly from quarter to quarter and the trading price of our common stock could decrease
materially.

QOur complex products may have errors or defects or may not interoperate within the networks of our
customers, which could result in reduced demand for our products or costly litigation against us.

Our products are complex and are designed to be deployed in large and complex networks with large
volumes of traffic. Accordingly, our products can only be fully tested when completely deployed in these types
of networks. Despite deployment and internal testing, our customers may discover errors or defects in the
hardware or the software, or the product may not operate as expected even after it has been fully deployed. In
addition, many of our customers will require that our products be designed to interface with their existing
networks, each of which may have different specifications and utilize multiple protocol standards. Our
customers’ networks contain multiple generations of products that have been added over time as these networks
have grown and evolved. Our products must interoperate with many of the products within these networks as
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well as future products in order to meet the requirements of our customers. Because our products are critical to
the networks of our customers, any significant interruption in their service as a result of defects in our product or
the failure of our product to interoperate within our customers’ networks could result in lost profits or damage to
these customers. These problems could cause us to incur significant service and warranty costs, divert
engineering personnel from product development efforts and significantly impair our ability to maintain existing
customer relations and attract new customers. Although our contracts with our customers generally contain
provisions designed to limit our exposure to potential product liability claims, such as disclaimers of warranties
and limitations on liability for special, consequential and incidental damages, a court might not enforce a
limitation on our liability, which could expose us to additional financial loss. In addition, a product liability
claim, whether successful or not, would likely be time consuming and expensive to resolve and would divert
management time and attention. Further, if we are unable to fix the errors or other problems that may be
identified in full deployment, we would likely experience loss of or delay in revenues and loss of market share
and our business and prospects would suffer.

Our failure to compete effectively, particularly against Cisco Systems, Juniper Networks, and other
established participants with greater financial and other resources than ours, could limit our ability to
increase our market share.

The competition in the network infrastructure equipment market is intense. This market historically has
been dominated by Cisco Systems, although we also compete with other companies such as Juniper Networks.
Our prospective customers may be reluctant to replace or expand their current infrastructure solutions, which
may be supplied by one or more of these more established competitors, with our products. Further, many of our
competitors have greater selling and marketing, technical, manufacturing, financial and other resources, more
customers, greater market recognition and more established relationships and alliances in the industry. As a
result, these competitors may be able to develop, enhance and expand their product offerings more quickly, adapt
more swiftly to new or emerging technologies and changes in customer demands, devote greater resources to the
marketing and sale of their offerings, pursue acquisitions and other opportunities more readily and adopt more
aggressive pricing policies. In addition, established or emerging network equipment vendors may also focus on
our target market, thereby further intensifying competition. In order to compete effectively with these
competitors, we must demonstrate that our products are superior in meeting the needs of carriers and provide
high levels of reliability, scalability and interoperability in a cost-effective manner.

In addition, we believe that understanding the infrastructure requirements of telecommunications carriers
and other service providers, experience in working with these providers to develop new services for their
customers and an ability to provide vendor-sponsored financing are important competitive factors in our market.
We have limited experience in working with telecommunications carriers and other service providers. In
addition, we do not currently have the ability to provide vendor-sponsored financing and this may influence the
purchasing decision of prospective customers, which may decide to purchase products from cone of our
competitors that offers such financing.

If we are unable to compete successfully against our current and future competitors, we could experience
order cancellations and price reductions. If this occurs, our revenues may not grow, our gross margins could
decrease and we could experience additional material losses.

We are likely to face difficulties in obtaining and retaining customers if we do not leverage our sales
organization and our customer service and support operations with our third party distribution partners.

Our products require a sophisticated sales effort targeted at a limited number of key individuals within our
target end user customers’ organizations. This effort requires specialized sales personnel and systems engineers.
We continue to staff our direct sales force and plan to hire additional qualified sales personnel and systems
engineers. The competition for these individuals is intense, and we might not be able to hire the type and number
of sales personnel and systems engineers that we need to be successful. In addition, we believe that our future
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success is dependent upon our ability to establish successful relationships with a variety of systems integrators
and distribution partners. To date, we have entered into agreements with a number of regional systems integrators
and distribution partners, including Nortel Networks, on a worldwide basis, and Huawei Technologies in Greater
China. These systems integrators and distribution partners do not have any purchase commitments associated
with our agreements with them and, generally, are not prohibited from selling products that compete with our
products. We cannot be certain that such partners will devote adequate resources to marketing or selling our
product or generate significant revenue in order for us to achieve and maintain profitability.

The complexity of our products and the difficulty of installing them also require highly trained customer
service and support personnel. We will need to effectively utilize our customer service and support organization
to support a broader base of customers. Hiring customer service and support personnel is very competitive in our
industry because there are a limited number of people available with the necessary technical skills and
understanding of our market. In addition, once we hire these personnel, they may require extensive training in
our product. If we are unable to expand our customer service and support organization and train them rapidly, or
engage, manage and retrain third-party service and support organizations, we may not be able to adequately
support our products which could materially decrease our revenues.

Qur reliance on distribution partners to market and sell our products worldwide will cause our gross
margins to decline.

We believe that our future success is dependent upon establishing and maintaining successful relationships
with distribution partners. We have entered into agreements with several distribution partners. Gross margin on
distribution sales are lower than those on direct sales. Accordingly, to the extent that a higher percentage of our
revenue is derived from distribution sales, it is expected that our gross margin percentage will decline from
current levels. There can be no assurance that incremental revenue from distribution channels will be sufficient to
offset the decline in gross margin dollars.

We depend upon contract manufacturers and any disruption in these relationships may cause us to fail to
meet the demands of our customers and damage our customer relationships.

We do not have internal manufacturing capabilities. We rely on a small number of contract manufacturers to
manufacture our products in accordance with our specifications and to fill orders on a timely basis. These
contract manufacturers procure material on our behalf and provide comprehensive manufacturing services,
including assembly, test and control. We have historically been dependent on two contract manufacturers,
Sanmina-SCI Corporation and Celestica Corporation. We may not be able to effectively manage our relationships
with these contract manufacturers and they may not meet our future requirements for timely delivery and quality
or may not be on terms favorable to us. If we experience increased demand for our products, the challenges we
face in managing our relationships with these manufacturers will be increased. Each of our contract
manufacturers also builds products for other companies, and we cannot be certain that they will always have
sufficient quantities of inventory available to fill orders placed by our customers, or that they will allocate their
internal resources to fill these orders on a timely basis. Qualifying a new contract manufacturer and commencing
volume production is expensive and time consuming and could result in a significant interruption in the supply of
our product. If we are required or choose to change one or both of our contract manufacturers, we could
experience a material loss in our revenue and significant damage to our customer relationships.

If we fail to accurately predict our manufacturing requirements, we could incur additional costs or
experience manufacturing delays.

Our contract manufacturers are not obligated to supply products to us for any specific period, in any specific
quantity or at any certain price, except as may be provided in a particular purchase order. We generally provide
forecasts of our demand to these manufacturers up to 12 months prior to scheduled delivery of product to our
customers. If we overestimate our requirements, we may purchase excess inventory, which would increase our
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costs as we have to take additional charges for excess and obsolete inventory. If we underestimate our
requirements, we may have an inadequate amount of inventory, which could result in delays in delivery to our
customers and in recognition of revenue. In addition, the lead times for materials and components we order vary
significantly and depend on factors such as the specific supplier, contract terms and demand for each component
at a given time. We also may experience shortages of other components from time to time, which also could
delay the manufacturing of our products and delay our recognition of revenue.

The unpredictability of our quarterly results of operations may adversely affect the trading price of our
common stock.

Our quarterly operating results are likely to vary significantly in the future based on a number of factors
related to our industry, the markets for our products and how we manage our business. We have little or no
control over many of these factors and any of these factors could cause the price of our common stock to
fluctuate significantly. In addition to the risks discussed elsewhere in this section, the following may also
adversely affect the trading price of our common stock:

» fluctuations in the demand for high-speed routers;

» the timing and size of customer orders for our products or cancellations of orders;
+ the timing of product acceptance by customers;

» the timing and level of research and development and prototype expenses;

* the distribution channels through which we sell our products; and

» general economic conditions, as well as conditions specific to the telecommunications industry.

We plan to selectively increase our operating expenses to fund greater levels of research and development,
expand our sales and marketing operations, broaden our customer support capabilities, and develop new
distribution channels in line with projected growth. Our operating expenses are largely based on anticipated
organizational growth and revenue trends and a high percentage of our expenses are, and will continue to be,
fixed in the short term. As a result, if revenue for a particular quarter is below our expectations for any of the
reasons set forth above, or for any other reason, we may not be able to proportionately reduce operating expenses
for that quarter. Accordingly, this revenue shortfall would have a disproportionate effect on our expected
operating results and could result in material operating losses for that quarter, which could result in significant
variations in our operating results from quarter to quarter.

Due to the foregoing factors, we believe that quarter-to-quarter comparisons of our operating results are not
a good indication of our future performance. You should not rely on our results or growth for any single quarter
as an indication of our future performance. It is likely that in some future quarters, our operating results may be
below the expectations of public market analysts and investors. In this event, the price of our common stock may
decline.

If we do not respond effectively and on a timely basis to rapid technological changes, our products could
become obsolete and we would probably be unable to attract new customers.

The market for high-speed core router products has been and is likely to continue to be characterized by
rapid technological change, evolving industry standards, and frequent new product introductions. The
introduction of new products by competitors, market acceptance of products based on new or alternative
technologies or the emergence of new industry standards could render our existing or future products obsolete.
Accordingly, we may be required to make significant and ongoing investments in future periods in order to
remain competitive. The development of new products or technologies is a complex and uncertain process that
requires the accurate anticipation of technological and market trends. We may be unable to respond quickly or
cost-effectively to these developments, and we may not be able to obtain the necessary funds to develop or
acquire new technologies or products needed to compete. We also cannot assure you that any products we do
develop will gain market acceptance.
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In addition, in order to introduce products incorporating new technologies and new industry standards, we
must be able to gain access to the latest technologies used by our customers, our suppliers and other network
vendors. Any failure to gain access to the latest technologies could impair our ability to develop competitive
products.

Cisco’s leadership position in our market could create technical challenges to our ability to sell our
products.

In developing our products, we have made, and will continue to make, assumptions about the standards that
may be adopted by our customers and competitors. If the standards adopted are different from those that we have
chosen to support, market acceptance of our products would likely be significantly reduced and our business will
be seriously harmed. Because Cisco maintains a leadership position in selling products that currently comprise
the infrastructure of the Internet, Cisco may have the ability to establish de facto standards within the industry.
Any actions by Cisco that diminish compliance by our products with industry or de facto standards or the ability
of our products to interoperate with other Internet-related products would be damaging to our reputation and our
ability to generate revenue.

Customer requirements are likely to evolve, and we will not retain customers or attract new customers if
we do not anticipate and meet specific customer requirements.

Our future success will also depend upon our ability to develop and manage key customer relationships in
order to introduce a variety of new products and product enhancements that address the increasingly
sophisticated needs of our customers. Our current and prospective customers may require product features and
capabilities that our products do not have. We must effectively anticipate and adapt to customer requirements and
offer products that meet those demands in a timely manner. Our failure to develop products that satisfy customer
requirements would seriously harm our ability to achieve market acceptance for our products. In addition, we
may experience design, manufacturing, marketing and other difficulties that could delay or prevent our
development, introduction or marketing of new products and enhancements. Material delays in introducing new
products may cause customers to forego purchases of our products and purchase those of our competitors, which
could seriously harm our business. The introduction of new or enhanced products also requires that we manage
the transition from older products in order to minimize disruption in customer ordering patterns and ensure that
adequate supplies of new products can be delivered to meet anticipated customer demand. Our inability to
effectively manage this transition would cause us to lose current and prospective customers.

Our ability to develop, market and support products depends on retaining our management team and
attracting and retaining highly qualified individuals in our industry.

Our future success depends on the continued services of our management team, which has significant
experience with the data communications, telecommunications and Internet infrastructure markets, as well as
relationships with many of the communications service providers and business partners that we currently or may
in the future rely on in implementing our business plan. The loss of the services of our management team or any
key executive could have a significant detrimental effect on our ability to execute our business strategy.

Qur future success also depends on our continuing ability to selectively identify, hire, train, assimilate and
retain highly qualified engineering, sales, marketing, managerial and support personnel. The demand and
competition for qualified personnel is high, and we have from time to time experienced, and we expect to
continue to experience in the future, difficulty in hiring and retaining highly skilled employees with appropriate
qualifications. In particular, we have experienced difficulty in hiring qualified ASIC, software, systems and test
and customer support engineers. The loss of the services of any of our key employees, the inability to attract or
retain qualified personnel in the future or delays in hiring required personnel, particularly engineers and sales
personnel, could delay the development and introduction of and negatively impact our ability to sell our products.
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We face risks associated with our international expansion that could impair our ability to grow our
revenues abroad.

We intend to expand our presence in international markets. Our international sales are conducted through a
direct sales force, sales agents, systems integrators, and distributors in Europe, Asia, and Latin America. In
January 2004, we established a strategic relationship with Nortel Networks to market, sell and support our
products on a worldwide basis. In 2003, we also established a strategic relationship with Huawei Technologies to
resell our products in Greater China and also have established regional partners in Europe, Japan, Asia, and Latin
America. Our international presence will require significant management attention and financial resources to
successfully develop our direct and indirect international sales and support channels and our success will be
dependent upon the commitment of resources by these distribution partners in the international markets.

We have limited experience in marketing and distributing our products internationally and we expect that
we will need to develop versions of our product that comply with local standards. We may not be able to develop
international market demand for our products. In addition, our international operations will expose us to a
number of risks that we do not have to address in our domestic operations, including:

» greater difficulty in collecting accounts receivable and longer collection periods;

» greater difficulty in enforcing agreements;

+ differences in technology standards;

+ difficulties and costs of staffing and managing foreign operations;

+ the impact of recessions in economies outside the United States;

* unexpected changes in regulatory requirements;

+ certification requirements;

» foreign currency exchange rate fluctuations;

« reduced protection for intellectual property rights in some countries;

* potentially adverse tax consequences; and

» political and economic instability.

We expect that our international sales will be generally denominated in United States dollars. As a result,
increases in the value of the United States dollar relative to foreign currencies would cause our products to
become less competitive in intemational markets and could result in limited, if any, sales and profitability. To the

extent that we denominate sales in foreign currencies or incur significant operating expenses denominated in
local currencies, we will be exposed to increased risks of currency exchange rate fluctuations.

We may experience difficulty in identifying, acquiring and integrating acquisition candidates.

We may supplement our internal growth by acquiring complementary businesses, technologies or product
lines. We may not be able to identify and acquire suitable candidates on reasonable terms. We compete for
acquisition candidates with other companies that have substantially greater financial, management and other
resources than we do. If we do complete an acquisition, integrating newly acquired organizations and products
and services is likely to be expensive, time consuming and a strain on our managerial resources. Acquisitions, in
particular, multiple acquisitions over a short period of time, involve a number of risks that may result in our
failure to achieve the desired benefits of the transaction.

We may finance acquisitions by issuing shares of our common stock, which could dilute our existing
stockholders. We may also use cash or incur additional debt to pay for these acquisitions. In addition, we may be
required to expend substantial funds to develop acquired technologies. We may also be required to amortize
significant intangible assets in connection with future acquisitions, which could adversely affect our operating
results.
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Our intellectual property protection may be inadequate to protect our proprietary rights, and we may be
subject to infringement claims that could subject us to significant liability and divert the time and attention of
our management.

We regard our products and technology as proprietary. We attempt to protect them through a combination of
patent protection, copyrights, trademarks, trade secret laws, contractual restrictions on disclosure and other
methods. These methods may not be sufficient to protect our proprietary rights. We presently have ten patents
granted in the United States and over forty United States and foreign patent applications pending. We cannot be
certain that patents will be granted based on these or any other applications, or that, even if issued, the patents
will adequately protect our technology. We also generally enter into confidentiality agreements with our
employees, consultants and customers, and generally control access to and distribution of our documentation and
other proprietary information. Despite these precautions, it may be possible for a third party to copy or otherwise
misappropriate and use our products or technology without authorization, particularly in foreign countries where
the laws may not protect our proprietary rights to the same extent as do the laws of the United States, or to
develop similar technology independently. We may need to resort to litigation in the future to enforce our
intellectual property rights, to protect our trade secrets or to determine the validity and scope of the proprietary
rights of others. This litigation could result in substantial costs and diversion of resources and could harm our
business.

We also license technologies from third parties, some of which we license without indemnification from the
licensor for infringement of third party intellectual property rights. We are continuing to develop and acquire
additional intellectual property. Although we have not been involved in any litigation relating to our intellectual
property, including intellectual property that we license from third parties, we expect that participants in our
markets will be increasingly subject to infringement claims. Third parties may try to claim our products infringe
their intelectual property. Any claim, whether meritorious or not, could be time consuming, result in costly
litigation and/or require us to enter into royalty or licensing agreements. Although we carry general liability
insurance, our insurance may not cover potential claims of this type or may not be adequate to indemnify us for
all liability that may be imposed. In addition, any royalty or licensing agreements might not be available on terms
acceptable to us or at all, in which case we would have to cease selling, incorporating or using the products that
incorporate the challenged intellectual property and expend substantial amounts of resources to redesign our
products. If we are forced to enter into unacceptable royalty or licensing agreements or to redesign our products,
our business and prospects would suffer.

We are uncertain of our ability to obtain additional financing for our future capital needs.

We expect our current cash, cash equivalents and investments will meet our normal working capital and
capital expenditure needs for at least the next twenty-four months. We may need to raise additional funding at
that time or earlier if we decide to undertake more rapid expansion, including acquisitions of complementary
products or technologies, or if we increase our marketing and/or research and development efforts in order to
respond to competitive pressures. We cannot be certain that we will be able to obtain additional financing on
favorable terms, if at all. We may obtain additional financing by issuing shares of our common stock, which
could dilute our existing stockholders. If we cannot raise needed funds on acceptable terms, or at all, we may not
be able to develop or enhance our products or respond appropriately to competitive pressures, which would
seriously harm our business.

The market price of our common stock may be materially adversely affected by market volatility.

The price at which our common stock trades is highly volatile and fluctuates substantially. Given the limited
volume of our product sales and our limited number of customers, the announcement of any significant customer
developments, awards or losses or of any significant partnerships or acquisitions by us or our competitors could
have a material adverse effect on our stock price. In addition, the stock market in general has, and technology
companies in particular have, from time to time experienced extreme price and volume fluctuations that have
often been unrelated or disproportionate to the operating performance or prospects of such companies.
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In the past, securities class action litigation has often been brought against companies following periods of
volatility in the market price of their securities. Those companies, like us, that are involved in rapidly changing
technology markets are particularly subject to this risk. Securities class action lawsuits have been filed against us
in the United States District Court for the Southern District of New York. The consolidated amended complaint
generally alleges that our offering documents failed to disclose certain underwriting fees and commissions and
underwriter tie-ins and other arrangements with certain customers of the underwriters that impacted the price of
our common stock in the after-market. The plaintiffs are seeking unspecified damages. We believe that the
claims in this case against us lack merit, and we have defended the litigation vigorously. In June 2003, we elected
to participate in a proposed settlement with the plaintiffs in this litigation. Formal settlement documents for
submission to the court are currently being drafted. If this proposed settlement is ultimately finalized and then
submitted to and approved by the Court, it would result in a dismissal, with prejudice, of all claims in the
litigation against us and against any of the other issuer defendants who elect to participate in the proposed
settlement, together with the current or former officers and directors of participating issuers who were named as
individual defendants.

We can provide no assurance as to the outcome of this securities litigation. Any conclusion of this litigation
in a manner adverse to us could have a material adverse effect on our business, financial condition, results of
operations and cash flows. In addition, the cost to us of defending the litigation, even if resoived in our favor,
could be substantial. Such litigation could also substantially divert the attention of our management and our
resources in general. Uncertainties resulting from the initiation and continuation of this litigation could harm our
ability to compete in the marketplace. Because the price of our common stock has been, and may continue to be,
volatile, we can provide no assurance that additional securities litigation will not be filed against us in the future.

The market price of our common stock might decline due to future non-cash charges to earnings.

We have recorded and begun to amortize non-cash charges to earnings as a result of options and restricted
stock granted prior to the closing of our initial public offering to employees and consultants at prices deemed to
be below fair market value on the dates of grant. Our future operating results will reflect the continued
amortization of those charges over the vesting period of the options and restricted stock. These charges will
negatively impact future operating results. It may not be possible to calculate the future impact with respect to
consultant grants as the amount of these charges to eamings fluctuates with the price of our commeon stock and
other factors. It is possible that some investors might consider this impact on operating results to be material,
which could result in a decline in the price of our common stock. In addition, since 2000 we amortized against
revenue, non-cash charges relating to the issuance of common stock warrants to a customer. In January 2004, in
connection with three-year strategic OEM agreement with Nortel Networks we issued a warrant to purchase
shares of Avici common stock. The fair value of the warrant was calculated to be approximately $6.3 million
using the Black-Scholes valuation model, and will be recorded as a reduction of revenue on a systematic basis
over the economic life of the OEM agreement, which is expected to be three years.

QOur charter documents, Shareholder Rights Plan, and Delaware law could inhibit a takeover that some
stockholders may consider favorable.

There are provisions of Delaware law and our charter, by-laws, and Shareholder Rights Plan that could
make it more difficutt for a third party to acquire us, even if doing so would be beneficial to some of our
stockholders by providing them the opportunity to sell their shares at a premium over the market price. If a
change of control or change in management is delayed or prevented, the market price of our common stock could
be affected.
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ITEM7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We are exposed to market risk related to changes in interest rates and foreign currency exchange rates. We
do not use derivative financial instruments for speculative or trading purposes.

Interest Rate Sensitivity

We maintain an investment portfolio consisting mainly of investment grade money market funds, corporate
obligations, federal agency obligations, state and municipal bonds with a weighted-average maturity of less than
one year. These held-to-maturity securities are subject to interest rate risk and will fall in value if market interest
rates increase. If market interest rates were to increase immediately and uniformly by 10% from levels at
December 31, 2003, the fair market value of these investments would decline by an immaterial amount. We have
the ability to hold our fixed income investments until maturity. Therefore, we would not expect our operating
results or cash flows to be affected to any significant degree by a sudden change in market interest rates on our
securities portfolio. The following table provides information about our investment portfolio. For investment
securities, the table presents principal cash flows and related weighted average interest rates by expected maturity
dates.

Carrying Value at December 31, 2003

(in thousands)
Maturing in
2004 2005 Grand total
Cash and Cash Equivalents ...................... $22,374 $ — $22,374
Weighted Average InterestRate .................. .94% — 94%
Marketable Securities .......................... $41,240 $32,316 $73,556
Weighted Average InterestRate .................. 1.93% 1.94% 1.94%
Total Portfolio ........ ... .. i $63,614 $32,316 $95,930
Weighted Average InterestRate .................. 1.58% 1.94% 1.70%

Exchange Rate Sensitivity

We operate primarily in the United States, and all sales to date have been made in U.S. dollars. Accordingly,
there has not been any material exposure to foreign currency rate fluctuations. If we expand our presence in
international markets and consummate sales denominated in foreign currencies, our exposure to foreign currency
rate fluctuations could be material in the future.

Avici has no off-balance sheet concentrations such as foreign exchange contracts, option contracts, or other
foreign hedging arrangements.
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REPORT OF ERNST & YOUNG LLP, INDEPENDENT AUDITORS

The Board of Directors and Stockholders
Avici Systems Inc.

We have audited the accompanying consolidated balance sheets of Avici Systems Inc. and subsidiaries as of
December 31, 2003 and 2002 and the related consolidated statements of operations, stockholders’ equity and
cash flows for the years then ended. Our audits also included the financial statement schedule listed in the Index
at Item 15(d). These financial statements and schedule are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements and schedule based on our audits. The
consolidated statements of operations, stockholders’ equity and cash flows of Avici Systems Inc. for the year
ended December 31, 2001 were audited by other auditors who have ceased operations and whose report dated
January 22, 2002 expressed an unqualified opinion on those statements, before the revision adjustments
described in Note 1(p).

We conducted our audits in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the consolidated financial position of Avici Systems Inc. and subsidiaries as of December 31, 2003 and 2002, and
the result of its operations and its cash flows for the years then ended, in conformity with accounting principles
generally accepted in the United States. Also, in our opinion, the related financial statement schedule, when
considered in relation to the basic financial statements taken as a whole, presents fairly in all material respects
the information set forth therein.

As discussed above, the consolidated statements of operations, stockholders’ equity and cash flows of Avici
Systems Inc. and subsidiaries for the year ended December 31, 2001 were audited by other auditors who have
ceased operations. As described in Note 1(p), these financial statements have been revised. In 2002, the
Company’s Board of Directors approved a one-for-four reverse stock split distributed in the form of a stock
dividend; separately reported service revenue and cost of revenue — service and reclassified certain expenses
previously reported in selling and marketing expenses to cost of revenue — service. All historical common share
and per common share amounts have been adjusted to reflect the reverse stock split except for share amounts
presented in the consolidated statement of stockholders’ equity, which reflects actual share amounts outstanding
for each period presented. We audited the adjustments described in Note 1(p) that were applied to revise the
number of shares and per share information and to reflect the presentation of revenue and cost of revenue in the
2001 consolidated financial statements. In our opinion, such adjustments are appropriate and have been properly
applied. However, we were not engaged to audit, review, or apply any procedures to the 2001 consolidated
financial statements of the Company other than with respect to such adjustments and, accordingly, we do not
express an opinion or any other form of assurance on the 2001 consolidated financial statements taken as a
whole.

é/wvt 4 LLP

Boston, Massachusetts
January 26, 2004
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THE FOLLOWING REPORT OF ARTHUR ANDERSEN LLP (ANDERSEN) IS A COPY OF THE LATEST
SIGNED AND DATED REPORT ISSUED BY ANDERSEN ON JANUARY 22, 2002 AND SUCH REPORT
HAS NOT BEEN REISSUED BY ANDERSEN. THE REPORT OF ANDERSEN IS INCLUDED IN THIS
ANNUAL REPORT ON FORM 10-K PURSUANT TO RULE 2-02(E) OF REGULATION S§-X. AFTER
REASONABLE EFFORTS, AVICI HAS NOT BEEN ABLE TO OBTAIN A REPORT THAT MEETS THE
TECHNICAL REQUIREMENTS OF 2-02(A) OF REGULATION S-X FROM ANDERSEN. ANDERSEN HAS
NOT CONSENTED TO THE INCLUSION OF ITS REPORT IN THIS ANNUAL REPORT ON FORM 10-K.
BECAUSE ANDERSEN HAS NOT CONSENTED TO THE INCLUSION OF ITS REPORT IN THIS .
ANNUAL REPORT, IT MAY BE DIFFICULT TO SEEK REMEDIES AGAINST ANDERSEN AND THE
ABILITY TO RECOVER ANY POTENTIAL DAMAGES MAY BE LIMITED.

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Stockholders of
Avici Systems Inc.:

We have audited the accompanying consolidated balance sheets of Avici Systems Inc. (a Delaware
corporation) and subsidiaries as of December 31, 2000 and 2001, and the related consolidated statements of
operations, redeemable convertible preferred stock and stockholders’ (deficit) equity and cash flows for each of
the three years in the period ended December 31, 2001. These consolidated financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these consolidated
financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the consolidated financial position of Avici Systems Inc. and subsidiaries as of December 31, 2000 and 2001, and
the results of their operations and their cash flows for each of the three years in the period ended December 31,
2001, in conformity with accounting principles generally accepted in the United States. '

ARTHUR ANDERSEN LLP

Boston, Massachusetts

January 22, 2002
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AVICI SYSTEMS INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

ASSETS

Current Assets:
Cashand cashequivalents ........ . . i i e
Marketable secUrItIes ... ..o i e e
Trade accounts receivable, net of allowance of $245 in 2003 and $175in2002 .............
IV ENOIIES . . oo e e

Prepaid expenses and other currentassets ............ .. ... ... P ‘

TOtAl CUITEIE ASSELS . 4 o v vt vt ettt et ettt e e e et e e e e e

Property and equipment, at cost:
Equipment under capital 1ease . . ... ... ..
Computer €QUIPINENIL . ...ttt ettt et e e
Laboratory and test qUIPINENt . . . ... ...\ttt e
Leasehold improvements .. ... ... ...
Furniture and fIXTUres . ... ... . i N

Less—Accumulated depreciation and amortization . .........oueerneninennneeenennnnaaanann

Net property and eQUIPIENT . . . . ..o\t ittt ettt et e e e e it [
Other Assets:
Marketable SECUMILIES . .. v\ v vttt ittt e ettt e e e e
Restricted Cash . ... . i e

Total Other asSetS ... e

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current Liabilities:
Current maturities of capital lease obligations . . ............ ..o,
Accounts payable . ....... P
Accrued payroll and payroll-related costs . ........ ... ...
Accrued TeStUCIUTING COBIS . .. ..ottt e
Accrued Other ...

Total corrent liabilities . .. ... . e e

Capital lease obligations, less current matumities . . ...t e
Commitments and contingencies
Stockholders’ Equity:
Preferred stock, $0.01 par value—

Authorized 5,000,000 shares

Issued and outstanding —NOME .. .. ..ottt ittt e e
Common stock, $0.0001 par value—

Authorized—250,000,000 shares

Issued and outstanding—12,715,941 shares at December 31, 2003 and 12,630,371 shares at

December 31, 2002 ... .
Additional paid-incapital . . ... ..
Common StoCK WarTants . . .. .. ..ottt e
SubSCIIPONS TeCivable . ... . i i i e e e e
Treasury stock, at cost—482,308 shares at December 31, 2003 and 190,600 shares at December 31,

200 e e e
Deferred cOMPENSAtiON . . ... ..ttt e e
Accumulated defiCit . .. ..ot e e e e

December 31,

2003

2002

(thousands, except share
and per share amounts)

$ 22374 $ 28,707
41,240 54,125
6,620 2,593
1,206 1,147
1,200 1,364
72,640 87,936
12,195 12,195
31,419 28,538
34,140 31,562
4,304 4,294
1,018 1,018
83,076 77,607
72,418 50,169
10,658 27,438
32,316 42,257
432 523
32,748 42,780
$ 116,046 $ 158,154
$ 46 8 707
5,539 4,484
3,869 2,890
412 1,262
3,264 3,395
2,689 9,973
15,819 23,211
— 46
1 i
458,567 458,729
12,200 12,200
(2,500) (2,500)
(2,108) (681)
(315) (4,265)
(365,618)  (328,587)
100,227 134,897
$ 116,046 § 158,154

The accompanying notes are an integral part of these consolidated financial statements.
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AVICI SYSTEMS INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended December 31,
2003 2002 2001
(thousands, except share and per share amounts)

Revenue:
Product ... e $ 35135 % 29,388 % 52,868
S EIVICE & vt et e 4,281 3,756 3,775
Total EroSSIEVEnUE ... .vvv v et 39,416 33,144 56,643
Common stock warrant discount—Product .................... (2,451) (3,266) (3,267)
Netrevenue . ..... e e e e 36,965 29,878 53,376
Cost of Revenue—Product (1) ........ ..o, 11,606 15,133 50,223
Cost of Revenue~—Service .......v.iviiiiiininnenaenan. . 3,053 2,272 2,721
GIOSS MATZIN . . o vet et et e s e e e 22,306 12,473 432
Operating Expenses:
Research and development (2) ........... ... ... ... 46,483 55,844 61,527
Salesand marketing (2) ... ... o 10,863 13,462 18,848
General and administrative (2) . ....... .. ... i i 6,077 7,178 9,538
Stock-based compensation. .......... ... ... ... e 1,022 4,111 15,003
Restructuring charges . ........ ... iinan... — 925 1,061
Total operating eXpenses .. ... .....covuuernennvennnn. 64,445 81,520 105,977
Loss fromoperations . ........... ..o, (42,139) {69,047) (105,545)
Interest INCOME ..\t it e e e e 2,181 4,201 10,698
Interest EXPense . ...ttt (GO (161) (645)
OtherIncome . ... .. .. i e e en 2,957 227 —
NEt 1088 © vttt et e $ (37,031) $§ (64,780) $ (95,492)
Net Loss per Share:
Basicanddiluted . ........... ... .. ... i $ (3.02) § (5.20) $ (7.75)
Weighted Average Shares Used in Computing Net Loss per Share:
Basicanddiluted .......... ..o 12,248,606 12,456,221 12,314,577
(1) Includes inventory charge recorded in the third quarter of 2001
andrelated (credits) .. ... .o $ (1,910) $ (2,468) $ 17,165
(2) Excludes noncash, stock-based compensation, as follows:
Research and development . ..................ooviii.... 3 668 $ 2,507 % 9,698
Salesand marketing .............c.uveniiinnn.. 181 762 3,895
General and administrative ..............c. .. 0. 173 842 1,410

$ 1,022 $ 4,111 '$ 15,003

The accompanying notes are an integral part of these consolidated financial statements.
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AVICI SYSTEMS INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Years Ended December 31,
2003 2002 2001
(in thousands)

Cash flows from operating activities:

Netloss .................. e e e $(37,031) $ (64,780) $ (95,492)
Adjustments to reconcile net loss to net cash used in operating
activities—
Depreciation and amortization .............. ... ool 22,249 24,080 18,061
(Gain) loss on disposal of property and equipment ............... — (193) 1,330
Compensation expense associated with issuance of stock options to
employees and consultants .......... ... .. o oo 1,022 3,092 13,452
Compensation expense associated with issuance of common stock
WAITANLS .+ o vt e it e et et et e e e et e e e e e ee e 2,451 3,266 3,267
Changes in current assets and liabilities—
Trade accountsreceivable ......... ... .. .. ... ... .. ... (4,027) 238 3,510
INVEMEOTIES .« . oottt i e e e e e (59) 6,962 6,869
Prepaid expenses and other current assets .................... 164 1,270 (868)
Restrictedcash ........ .. . i i 91 11 (243)
Accountspayable ........ .. i 1,055 1417)  (10,609)
Accrued payroll and payrollrelated . ........................ 979 (61) (387)
Accrued restructuring costs ... ... (850) 690 572
Accrued other .. ... oo e (653) (1,946) 4,839
Deferred revenue . ....ooviiii i e (7,284) 1,719 2,223
Net cash used in operating activities .................... (21,893) (27,069) (53,476)
Cash flows from investing activities:
Proceeds from the maturity of marketable securities ................ 88,320 208,978 226,176
Purchases of marketable securities . .. ............ ..o, (65,494) (206,302) (196,758)
Purchases of property and equipment ............... .. ... ... ... (5.469) (9.963) (37,747)
Proceeds from sale of property and equipment .................... — 366 409
Net cash provided by (used in) investing activities ......... 17,357 6,921) (7,920)
Cash flows from financing activities:
Payments on capital lease obligations ............... .. ... ..... 07 (2,318) (4,259)
Repurchase of commonstock ............. .. ... .. ..o i (1,427) (681) —
Proceeds from sales of common stock, net of issuance costs ......... 171 313 2,783
Proceeds from exercise of stock options and warrants .............. 166 — 1,800
Net cash (used in) provided by financing activities ..................... (1,797) (2,686) 324
Net decrease in cash and cashequivalents ............... ... ... ...... (6,333) (36,676) (61,072)
Cash and cash equivalents, beginning of year ......................... 28,707 65,383 126,455
Cash and cash equivalents,endof year ........... ... ... .. oo, $22374 $ 28,707 $ 65,383
Supplemental disclosure of cash flow information:
Cash paid during the year for interest ................c.ovvuereinn... $ 30 $ 161 $§ 466

The accompanying notes are an integral part of these consolidated financial statements.
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AVICI SYSTEMS INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2003
(all tabular amounts in thousands except share and per share data)

(1) OPERATIONS AND SIGNIFICANT ACCOUNTING POLICIES

Avici Systems Inc. and subsidiaries (Avici or the Company) was incorporated in the State of Delaware on
November 12, 1996 and was organized to design and develop high-speed data networking equipment for the
carrier market. Avici’s Terabit Switch Router product (TSR), Stackable Switch Router (SSR) and Quarter-rack
Switch Router (QSR) are designed to cost-effectively provide high-speed/high-volume capacity, carrier-class
reliability and in-service scalability, or the ability to incrementally add capacity to the network without disrupting
network performance.

Avici is devoting significant efforts toward product research and development. As such, it is subject to a
number of risks and challenges similar to other companies in a similar stage of development. These risks include,
but are not limited to, dependence on few customers, dependence on key individuals, dependence on contract
manufacturers and key suppliers of integral components, the need to develop and market commercially usable
products, the ability to obtain adequate financing to support growth and product development and competition
from substitute products and larger companies with greater financial, technical, management and marketing
resources.

Avici incurred net losses of approximately $37.0 million, $64.8 million, and $95.5 million, for the years
ended December 31, 2003, 2002 and 2001, respectively. At December 31, 2003, Avici had an accumulated
deficit of approximately $365.6 million and has funded those losses through the sale of redeemable convertible
preferred stock, the proceeds from the sale of its common stock and the issuance of certain long-term obligations.
Avici is dependent on the proceeds of these financings to meet its future working capital and research and
development needs.

The accompanying consolidated financial statements reflect the application of certain significant accounting
policies as described in this note and elsewhere in these notes to consolidated financial statements.

(a) Revenue Recognition

Avici recognizes revenue from product sales upon shipment, provided that a purchase order has been
received or a contract has been executed, there are no uncertainties regarding customer acceptance, the sales
price is fixed or determinable and collectibility is deemed probable. If uncertainties regarding customer
acceptance exist, Avici recognizes revenue when those uncertainties are resolved. For arrangements that include
the delivery of multiple elements, revenue is allocated to the various elements based on vendor-specific objective
evidence of fair value (VSOE). Avici uses the residual method when VSOE does not exist for one of the
delivered elements in an arrangement. Revenue from support and maintenance contracts is recognized ratably
over the period of the related agreements. Revenue from installation and other services is recognized as the work
is performed. Amounts collected or billed prior to satisfying the above revenue recognition criteria are recorded
as deferred revenue.

(b) Cost of Revenue - Service

Cost of Revenue — Service includes internal costs associated with providing customer support and
maintenance services. As personnel responsible for providing such services are also engaged in other activities
such as sales and marketing and product development, Avici aggregates certain costs, including payroll, fringe,
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AVICI SYSTEMS INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

December 31, 2003
(all tabular amounts in thousands except share-and per share data)

overhead and depreciation, and allocates a portion of those costs to Cost of Revenue — Service. Such allocation is
based on an estimation of time devoted towards supporting the service programs, which Avici believes to be
reasonable. : .

(c) Cash and Cash Equivalents and Marketable Securities

Avici follows the provisions of Statement of Financial Accounting Standards (SFAS) No. 115, Accounting
for Certain Irivestments in Debt and Equity Securities. Avici has classified its cash equivalents and investments
as held-to-maturity and recorded them at amortized cost, which approximates market value. Avici considers all
highly liquid investments with original maturities of three months or less at the date of acquisition to be cash
equivalents. Cash and cash equivalents include money markets, certificates of deposit and commercial paper. As
of December 31, 2003, investments consisted of the following:

Fair Unrealized

Held to Maturity Remaining Amortized  Market Gain
Securities Maturities Cost Value (Loss)
Commercial Paper ..........cciiiiiiiiinneiinnnnn.. Within 1 year $ 3,086 §$ 3,086 $—
U.S. Government Obligations . . ............. ... ...t 1-2years 26,616 26,659 43
U.S. Government Obligations . . ...........c.covvunnain... Within 1 year 18,103 18,108 5
Corporate Bonds .......... .. .. i 1 -2 years 5,700 5,551 (149)
Corporate Bonds ........ ..ot Within 1 year 20,051 19,545 (506)
Total marketable securities .............. .. ... ... on.. . 73,556 72,949 (607)
Cash and cashequivalents ................. ... . ...... : 22,374 22,372 2)
Total cash, cash equivalents and marketable securities ....... $95,930 $95,321  $(609)

(d) Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions, including certain allocations of costs,
that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenue and expenses during the reporting period.
Actual results could differ from those estimates.

{e) Inventories

Inventories are stated at the lower of cost (first-in, first-out) or market and consist of the following:

December 31,

2003 2002
Finished goods .. ... .. P $1,055 $ 871
Raw materials .. ... . e e e 151 . . 276

$1,206 $1,147
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AVICI SYSTEMS INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

December 31, 2003
(all tabular amounts in thousands except share and per share data)

We regularly review inventory quantities on hand and inventory commitments with suppliers and record a
provision for excess and obsolete inventory based primarily on our estimated forecast of product demand for up
to the next twelve months. Purchase commitments accrued at December 31, 2003 and 2002 were $0.5 million
and $1.0 million, respectively.

(f) Depreciation, Amortization and Impairment

Property and equipment are stated at cost, net of accumulated depreciation and amortization. Expenditures
for maintenance and repairs are charged to expense as incurred, whereas major betterments are capitalized as
additions to property and equipment. Avici provides for depreciation and amortization on the straight-line basis
and charges to operations amounts that allocate the cost of the assets over their estimated useful lives as follows:

Estimated Useful
Asset Classification . Life
Equipment under capital 16ase .. ... ............couinirireaa Life of lease
Computer qQUIPMENE . ... ..ttt ittt e e 3 years
Laboratory and test eQUIPIENL .. ... ...ttt i e 2-3 years
Leasehold improvements .. ... ...ttt et 3 years
Furniture and fixtures . .. .. ... .. . i il e IR 5 years

Accumulated amortization expense and amortization expense on equipment under capital leases is included
in accumulated depreciation and depreciation expense, respectively. Depreciation and amortization expense was
$22.2 million, $24.1 million and $18.1 million for the years ended December 31, 2003, 2002 and 2001,
respectively.

In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, Avici
reviews property, plant, and equipment for impairment whenever events or changes in circumstances indicate
that the carrying amount of such an asset may not be recoverable. Except for certain restructuring activities
undertaken during fiscal 2001 and 2002 as disclosed in Note 2, no revision to the estimated useful life or
recorded amount of property and equipment was required.

(g) Concentrations of Credit and Other Risks

SFAS No. 105, Disclosure of Information about Financial Instruments with Off-Balance Sheet Risk and
Financial Instruments with Concentrations of Credit Risk, requires disclosure of any significant off-balance sheet
and credit risk concentrations. Avici’s principal credit risk relates to its cash, cash equivalents, investments and
accounts receivable. Avici invests its excess cash, cash equivalents and investments primarily in deposits with
commercial banks and high-quality corporate securities. One customer accounted for 81% of net revenue in
2003, two customers accounted for 53% and 42% of net revenue in 2002 and three customers accounted for 47%,
23%, and 13% of net revenue in 2001. Two customers accounted for 76% and 21% of trade receivable at
December 31, 2003 and two customers accounted for 81% and 12% of trade accounts receivable at December 31,
2002.

Avici has no off-balance sheet concentrations such as foreign exchange contracts, option contracts, or other
foreign hedging arrangements.
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AVICI SYSTEMS INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

December 31, 2003
(all tabular amounts in thousands except share and per share data)

Certain key components used in Avici’s products are procured from single or limited source suppliers, and
Avici relies on single or limited contract manufacturers for the assembly of its products. The failure of a supplier,
including a contract manufacturer, to deliver on scheduie could delay or interrupt Avici’s delivery of products
and thereby adversely affect Avici’s revenues and operating resuits.

(h) Fair Value of Financial Instruments

Avici’s financial instruments mainly consist of cash and cash equivalents, investments, trade accounts
receivable, subscriptions receivable and accounts payable. The carrying amounts of these instruments
approximate their fair value based on their short-term maturity or quoted market prices.

(i) Research and Development and Software-Development Costs

The costs of the development of hardware products and enhancements to existing hardware products are
expensed as incurred. Avici accounts for its software development costs in accordance with SFAS No. 86,
Accounting for the Costs of Computer Software to Be Sold, Leased or Otherwise Marketed. Accordingly, the
costs for the development of new software that are included in the hardware products and substantial
enhancements to such existing software are expensed as incurred until technological feasibility has been
established, at which time any additional costs would be capitalized. Avici determines technological feasibility
has been established at the time at which a working model of the software has been completed. Because Avici
believes its current process for developing software is essentially completed concurrently with the establishment
of technological feasibility, no costs have been capitalized to date.

(j) Net Loss per Share and Pro Forma Net Loss per Share

Basic and diluted net loss per share are presented in conformity with SFAS No. 128, Earnings per Share, for
all periods presented. In accordance with SFAS No. 128, basic and diluted net loss per common share was
determined by dividing net loss available for common stockholders by the weighted average common shares
outstanding during the period, less shares subject to repurchase. Basic and diluted net loss per share are the same
because all outstanding common stock options have been excluded, as they are considered antidilutive. Options
to purchase a total of 3,301,912, 2,930,634 and 1,351,803 common shares have been excluded from the
computations of diluted weighted average shares outstanding for the years ended December 31, 2003, 2002 and
2001, respectively. In addition, 52 shares, 60,683 shares and 135,933 shares of unvested restricted common stock
have been excluded from the computation of diluted weighted average shares outstanding for the years ended
December 31, 2003, 2002 and 2001, respectively.

(k) Comprehensive Income (Loss)

SFAS No. 130, Reporting Comprehensive Income, requires disclosure of all components of comprehensive
income on an annual and interim basis. Comprehensive income is defined as the change in equity of a business
enterprise during a period from transactions and other events and circumstances involving nonowner sources.
During all periods presented, Avici did not have any items of comprehensive income (loss) other than its reported
net loss.
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AVICI SYSTEMS INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

December 31, 2003
(all tabular amounts in thousands except share and per share data)

(I) Stock-Based Compensation

SFAS No. 123 requires the measurement of the fair value of stock options or warrants to be included in the
consolidated statement of operations or disclosed in the notes to the consolidated financial statements. Avici has
determined that it will continue to account for stock-based compensation for employees under APB Opinion No.
25 and has elected the disclosure-only alternative under SFAS No. 123, which requires disclosure of the pro
forma effects on earnings as if the fair-value-based method of accounting under SFAS No. 123 had been adopted,
as well as certain other information.

Avici has computed the pro forma disclosures required under SFAS No. 123 for stock option grants during
2003, 2002 and 2001, using the Black-Scholes option pricing model prescribed by SFAS No. 123, using the
following assumptions:

2003 2002 2001
Risk-free interest rate ...........couuviineeenneeenn.. 1.91-2.87% 2.61-4.40% 3.54-4.98%
Expected dividend yield ............. ... ... .. ... ..... — — —
Expected lives .. ...c.onviniii i 40years 4.0years 4.0 years
Expected volatility ............. ... .. . ... 75% 88% 100%
Weighted average fair value per share of options granted .. ... $ 239 § 491 $ 21.76

If compensation cost had been determined for stock option grants to employees based on the provisions of
SFAS No. 123, Avici’s net loss and net loss per share for the years ended December 31, 2003, 2002 and 2001
would have increased to the pro forma amounts indicated below:

2003 2002 2001
Netloss,asreported . ......ooniviiinniin ittt $(37,031) $(64,780) $ (95,492)
Deduct: Stock-based employee compensation expense included in
reported et 0SS . ..ottt e 1,022 3,091 13,458
Add: Stock-based employee compensation expense determined
under fair value based method for all awards ................ (4961) (9,828) (18,7536)
Proformanetloss.......... ..o, $(40,970) $(71,517) $(100,790)
Basic and diluted netloss pershare: .........................
ASTEPOTtEd . ..ot $ 302§ (5200 §$ (7175
Proforma ........ ... .. . . e (3.34) (5.74) (8.18)

The Black-Scholes option pricing model was developed for use in estimating the fair value of traded options
that have no vesting restrictions and are fully transferable. In addition, option pricing models require the input of
highly subjective assumptions, including expected stock price volatility. Because Avici’s employee stock option
grants have characteristics significantly different from those of traded options, and because changes in the
subjective input assumptions can materially affect the fair value estimate, in management’s opinion, the existing
models do not necessarily provide a reliable single measure of the fair value of its employee stock and option
grants.

(m) Disclosures about Segments of an Enterprise

SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information, establishes standards
for reporting information regarding operating segments and establishes standards for related disclosures about
products and services and geographic areas. Operating segments are identified as components of an enterprise
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about which separate discrete financial information is available for evaluation by the chief operating decision
maker, or decision making group, in making decisions regarding resource allocation and assessing performance.
Avici has determined that it conducts its operations in one segment. For the year ended December 31, 2003, the
geographic distribution of revenue was as follows: United States: 95%, Asia: 5%. For the year ended December
31, 2002, the geographic distribution of revenue was as follows: United States: 97%, Asia: 3%. For the year
ended December 31, 2001, the geographic distribution of revenue was as follows: United States: 97%, Asia: 2%,
Europe: 1%.

(n) Principles of Consolidation

The consolidated financial statements include the accounts of Avici Systems Inc. and all of its wholly
owned subsidiaries after elimination of intercompany accounts and transactions.

(0) Recent Accounting Pronouncements

In November 2002, the Emerging Issues Task Force reached a consensus on Issue No. 00-21 (EITF 00-21),
“Revenue Arrangements with Multiple Deliverables.” EITF 00-21 provides guidance on accounting for
arrangements that involve the delivery or performance of multiple products, services and/or rights to use assets.
Avici adopted EITF 00-21 at the beginning of the third quarter of 2003 and it did not have a material impact on
Avici’s consolidated financial position or results of operations.

In January 2003, the Financial Accounting Standards Board issued Interpretation No. 46 (FIN No. 46),
“Consolidation of Variable Interest Entities,” which is an interpretation of Accounting Research Bulletin No. 51,
“Consolidated Financial Statements,” and addresses consolidation by business enterprises of variable interest
entities. FIN No. 46 requires existing unconsolidated variable interest entities to be consolidated by their primary
beneficiaries if the entities do not effectively disperse risks among parties involved. Variable interest entities that
effectively disperse risks will not be consolidated unless a single party holds an interest or combination of
interests that effectively recombines risks that were previously dispersed. FIN No. 46 applies immediately to
variable interest entities created after January 31, 2003, and to variable interest entities in which an enterprise
obtains an interest after that date. It applies in the first fiscal year or interim period beginning after March 15,
2004, to variable interest entities in which an enterprise holds a variable interest that it acquired before February
1, 2003. FIN No. 46 applies to public enterprises as of the beginning of the applicable interim or annual period.
In 2003 Avici did not create a variable interest entity or obtain an interest in a variable interest entity. Avici does
not expect the provisions of FIN No, 46 to have a material impact on Avici’s consolidated financial position or
results of operations.

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity,” which addresses the standards for classifying and measuring
certain financial instruments with characteristics of both liabilities and equity. SFAS 150 shall be effective for
financial instruments entered into or modified after May 31, 2003 and otherwise shall be effective at the
beginning of the first interim period beginning after June 15, 2003. Avici adopted the applicable provisions of
this statement in the third quarter of 2003 and it did not have a material impact on Avici’s consolidated financial
position or results of operations. )
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(p) Reclassifications

During 2002, Avici’s annual service revenue exceeded the 10% of total revenue threshold and accordingly
Avici began to separately report Service Gross Revenue from Product Gross Revenue and to separately report
Cost of Revenue—Service from Cost of Revenue—Product. In addition, in 2002 Avici refined its methodology
of allocating certain Sales and Marketing Expenses as Costs of Revenue—Service. Prior period amounts have
been reclassified to conform with the current period presentation. The reclassifications had no effect on total
revenue, operating loss, net loss, or net loss per share. The following is a summary of such reclassifications:

Year Ended

December 31,
2001
Gross Revenue:
As previously reported ... ... ... $56,643
Amounts reclassified to Gross Revenue—Service ........................ (3,775)
Gross Revenue—Product—revised ....... ... . i e M
Gross Revenue—Service:
Aspreviouslyreported ....... ... ... $ —
Amounts reclassified from Gross Revenue .......... ... ... ... .. ... . ... 3,775
Gross Revenue—Service—revised . ...... ..ot $ 3,775
Year Ended
December 31,
2001
Cost of Revenue:
Aspreviously reported . ... ... . e $51,973
Amounts reclassed to Cost of Revenue—Service ........................ (1,750)
Cost of Revenue—Product—revised .. ..., % '
Cost of Revenue—Service:
As previously reported ... ... e 5 —
Amounts reclassed from Costof Revenue .............................. 1,750
Amounts reclassed from Sales and Marketing Expense . .. ................. 971
Cost of Revenue—Service—revised . ... $ 2,721
Sales and Marketing Expense:
Aspreviously reported ... ... $19,819
Amounts reclassed to Cost of Revenue—-Service ........................ 971)
Sales and Marketing Expense—revised ........... ... ... .. $18,848

Certain other reclassifications have been made to prior period balances in order to conform to the current
presentation.

(2) RESTRUCTURING AND OTHER CHARGES

Avici implemented restructuring programs during the third and fourth quarters of 2001 and during the third
quarter of 2002, designed to decrease operating expenses and align resources with future growth opportunities.
As a result of these programs Avici recorded a net charge of $1.1 million in 2001 and $0.9 million in 2002.
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The 2001 restructuring programs included workforce reductions totaling 95 employees, or approximately
24% of the then current workforce. As a result of the 2002 restructuring program, Avici reduced workforce by an
additional 75 employees, or 24% of the then current workforce. The affected employees received severance and
other benefits pursuant to a benefits program. Avici recorded charges totaling $0.9 million for termination
benefits in 2001, and an additional $0.9 million for termination benefits in 2002. These charges were before the
reversal of non-cash stock based compensation expense associated with forfeited options of $1.5 million and
$1.0 million for the 2001 and 2002 restructuring programs, respectively. Termination benefits relating to the
2001 workforce reductions were fully paid in 2002. Termination benefits relating to the 2002 workforce
reductions were fully paid in 2003. In 2003, $0.1 million of termination benefits relating to the 2002 workforce
reductions were paid.

In addition to the workforce reductions, Avici recorded a charge of $1.7 million in 2001, and $1.1 million in
2002, to dispose redundant assets and to accrue lease payments associated with excess facilities. In 2003, Avici
paid $0.1 million and $0.6 million in lease payments relating to the 2001 and 2002 restructuring programs,
respectively. Restructuring reserves for future lease payments was $0.4 million at December 31, 2003.

Additionally, in the third quarter of 2001 Avici recorded a charge of $17.2 million as an element of product
cost of revenue to reflect a write down of inventories and inventory commitments for long lead-time items that
were considered to be in excess of the then foreseeable demand. The charge included commitments to suppliers
including ASICs, module components, and TSR bay components totaling approximately $3.6 million and
inventory components and finished goods on hand relating to the TSR product, totaling approximately
$7.6 million which were identified as in excess of the then forecasted demand for the next 12 months. Since the
end of the third quarter of fiscal 2001, Avici has paid approximately $9.4 million to settle inventory
commitments with suppliers, and has discarded approximately $6.3 million of the excess inventory on hand.

In 2003 and 2002, Avici utilized inventory previously reserved of $3.6 million and $2.5 million,
respectively, primarily as a result of products sold in excess of Avici’s expectations. The utilization relating to
the $17.2 million of inventory deemed during the third quarter of 2001 to be in excess of foreseeable
requirements was $1.9 million and $2.5 million in 2003 and 2002, respectively. In the event Avici is able to
utilize inventory on hand that was previously reserved, Avici will continue to recognize credits to product cost of
revenue, however, Avici does not expect significant utilization of such reserved inventory to result in credits in
the future.

(3) STOCKHOLDERS’ EQUITY
(a) Share Repurchase Program

During the third quarter of 2002, the Board of Directors authorized a share repurchase program, in effect for
a one year period, to acquire up to 1.5 million shares of Avici’s common stock in the open market at times and
prices considered appropriate by Avici. The share buyback program was initiated during the fourth quarter of
2002, and Avici purchased 291,708 shares at an aggregate cost of approximately $1.4 million in 2003. During the
program Avici purchased 482,308 shares at an aggregate cost of approximately $2.1 million. The share
repurchase program terminated 'during the third quarter of 2003.
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(b) Common Stock Warrants

On August 2, 2000, Avici issued to a potential customer a warrant to purchase 25,000 shares of Avici’s
common stock at $124.00 per share. The warrant is nonforfeitable, fully exercisable and has a term of five years
from the date of issuance. The potential customer had not purchased any product from Avici nor was it obligated
to purchase any product or service from Avici as a condition to granting of the warrant. The fair value of the
warrant was calculated to be $2.4 million using the Black-Scholes valuation model, and was amortized as
common stock warrant expense in 2000.

In December 2000, in connection with the execution of a nonexclusive systems and services agreement (the
“2000 Agreement”), Avici issued a warrant to a customer to purchase 212,500 shares of Avici’s common stock at
a per-share exercise price of $110.92. The 2000 Agreement between Avici and the customer provides the
customer with the ability, but not the obligation, to purchase equipment and services from Avici. The warrant is
nonforfeitable, fully exercisable and has a term of five years from the date of issuance. The fair value of the
warrant was calculated to be $9.8 million using the Black-Scholes valuation model, and was deferred as a
reduction to equity and was amortized as an offset to gross revenue on a straight-line basis over the three-year
term of the 2000 Agreement. The fair value of the warrant was fully amortized at December 31, 2003,

In January 2004, in connection with three-year strategic OEM agreement (the “2004 Agreement”), Avici
issued a warrant to a strategic partner to purchase 800,000 shares of Avici common stock at an exercise price of
$8.03 per share. The 2004 Agreement between Avici and the partner provides the partner with the ability, but not
the obligation, to purchase equipment and services from Avici for its own use or for resale. The warrant is
nonforfeitable and has a term of approximately seven years from the date of issuance and is exercisable after
seven years. The right to exercise the warrant may be accelerated if the strategic partner achieves certain
performance milestones. The fair value of the warrant was calculated to be approximately $6.3 million using the
Black-Scholes valuation model, and will be recorded as a reduction of revenue on a systematic basis over the
economic life of the 2004 Agreement, which is expected to be three years.

(¢) Equity-Based Compensation Plans

Avici currently has two primary stock incentive plans: 1997 Stock Incentive Plan (the 1997 Plan”) and the
2000 Stock Option and Incentive Plan (the “2000 Plan”). A total of 3,839,869 shares of common stock have been
reserved for issuance under these plans. The 2000 Plan is the only one of the two primary plans under which new
awards are currently being issued. The maximum number of shares with respect to which awards may be granted
to any employee under the 2000 Plan shall not exceed 500,000 shares of common stock during any calendar year.
In addition, any shares not yet issued under the 1997 Plan on or before the date of Avici’s initial public offering
or shares subject to options outstanding on the date of Avici’s initial public offering which are forfeited or
terminated are available for issuance under the 2000 Plan.

The Plans provide for the grant of stock-based awards to Avici’s employees, officers, directors, consultants
and advisors. Under the Plans, Avici may grant options that are intended to qualify as incentive stock options
within the meaning of Section 422 of the Internal Revenue Code, options not intended to qualify as incentive
stock options, restricted stock and other stock-based awards. Incentive stock options may be granted only to
employees of Avici.

As of December 31, 2003, 612,955 shares were available for future grant under the Plans.
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{d) 2000 Nonemployee Director Stock Option Plan

In May 2000, the Board of Directors approved the 2000 Nonemployee Director Stock Option Plan (the
“Director Plan”). A total of 100,000 shares of common stock have been authorized for issuance under the
Director Plan. On January 1 of each year, commencing with January 1, 2001, the aggregate number of shares
available for grant under the plan will automatically increase by the number of shares necessary to cause the total
number of shares then available for grant to be 100,000 shares.

The Director Plan is administered by the compensation committee. Under the Director Plan, each
nonemployee director who becomes a member of the Board of Directors will be automatically granted on the
date first elected to the Board of Directors an option to purchase 8,750 shares of common stock, which will vest
in four equal installments over four years. In addition, provided that the director continues to serve as a member
of the Board of Directors, each nonemployee director will be automatically granted on the date of each annual
meeting of stockholders following his or her initial option grant date an option to purchase 3,750 shares of
common stock, 1,250 shares of which will vest immediately and 2,500 shares of which will vest in four equal
installments over four years. Avici granted a total of 50,000 options to its nonemployee directors at the time of
Avici’s initial public offering. Such options vest in four equal installments over four years.

As of December 31, 2003, 97,500 shares were available for future grant under the Director Plan.

(e) Option Exchange Program

On October 1, 2001, Avici announced an offer to exchange outstanding employee stock options having an
exercise price of more than $20.00 per share. In order to participate in the program, employees were required to
tender for exchange all options granted on or after April 1, 2001. In exchange for eligible options, employees
generally received a number of shares of restricted stock and a commitment for new grants of non-qualified stock
options (collectively, the “New Grant”) in accordance with the following exchange ratio:

Exchange
Exercise Price of Options Tendered _ﬂo_
$20.00 OT ESS « . o o v v ettt et e e e None
B20.01-820.79 .. 1.2 for 1
$20.80-840.00 . ... . 1 fort
B40.01-8160.00 ... .75 forl
$160.01-8320.00 . ...t e .5 forl
$320.01 0L MIOTE . . . oo vttt e e e 2 for 1

One-tenth ( ¥10) of the New Grant consisted of restricted stock (rounded up to the nearest whole share) and
nine-tenths (¥10) of the New Grant consisted of new options exercisable for shares of common stock (rounded
down to the nearest whole share), subject to adjustments for any stock splits, stock dividends and similar events.
In order to address potential adverse tax consequences for non-U.S. employees, those employees were allowed to
forego the restricted stock grants and receive all stock options.

A total of 1,638,438 options were accepted for exchange under the offer and, accordingly, were canceled in
October 2001. A total of 135,933 shares of restricted stock were issued on October 30, 2001, and Avici recorded
deferred compensation of $1,228,000 related to these grants during the fourth quarter of fiscal 2001. The deferred
compensation costs are being amortized ratably over the vesting periods of the restricted stock, generally over a
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two-year period, with 50% of the shares vesting one year from the date of grant, and 12.5% of the shares vesting
in each three-month period thereafter. Avici granted new options to purchase a total of 1,126,586 shares with an
exercise price of $7.68 on May 1, 2002. The new options have a term of 10 years and vested either 12.5% or 25%
on date of grant, depending on the length of employment, and 2.0833% per month thereafter.

(f) Option Grants

Option activity under all stock option plans is as follows:

Weighted
Range of Average
Number of Exercise Exercise

Shares Prices Price

Qutstanding, December 31,2000 ........................ 2,671,128 $0 .40—‘5 3200 $63.16
Granted . ......... i 1,208,144  5.48-135.75 30.52
Exercised . ... (227,117)  0.04-48.00 8.48
Forfeited .......... . . e (2,300,352) 0.40-532.00 71.32
Outstanding, December 31,2001 ........................ 1,351,803  0.40-353.52 26.12
Granted . ....... .. e 2,151,317 2.44-12.00 7.56
Exercised . ... . it e e e (10,177) 0.40-8.15 2.83
Forfeited—Cancelled ............. ... ... ... ... .. ..... (562,309) 0.40-353.50 23.67
Outstanding, December 31,2002 ........................ 2,930,634 0.40-128.00 12.92
Granted . ..... ... 1,096,550 3.49-8.35 3.894
Exercised . ... e (45,700) 0.40-8.00 5.084
Forfeited—Cancelled ............. .. ..., (679,572) 2.44-105.00 14.10
Outstanding, December 31,2003 ........................ 3,301,912 $0.40-128.00 $9.792
Exercisable, December 31,2003 . ... ... . 1,658,681 $12.74
Exercisable, December 31,2002 ... ... ... i 1,256,523 $15.45
Exercisable, December 31,2001 ......... ... .. ... ... . ... 541,831 $24.96
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The following table summarizes information relating to currently outstanding and exercisable stock options
as of December 31, 2003:

Options OQutstanding Exercisable
Number of Weighted '
Shares Outstandingat ~ Average Remaining
December 31, Contractual Weighted Average Number of Weighted Average

Exercise Price 2003 Life (in years) Exercise Price Shares Exercise Price
$ 040 4,167 38 $ 040 4,167 $ 040
2.00-2.76 13,177 6.1 2.23 8,666 2.06
3.32-4.64 939,517 9.0 3.60 171,160 3.59
5.40-8.00 1,742,215 8.1 7.53 953,409 7.59
8.35-12.00 54,649 7.2 10.48 34,879 11.04
15.20-20.68 386,249 5.6 16.48 356,470 16.34
24.20-35.25 ) 65,798 7.0 30.97 52,644 31.25
. 41.40-60.00 50,938 6.7 54.56 42,596 54.43
75.50-100.00 43,202 6.3 87.57 33,232 87.38
128.00 2,000 7.1 128.00 1,458 128.00
$ 0.40-128.00 3,301,912 8.0 $ 979 1,658,681 $ 1274

(g) Restricted Stock Grants

In fiscal 2000, Avici granted an officer the right to purchase 25,000 shares of restricted stock and, in
connection with the purchase, loaned the individual $2,500,000. These shares vested ratably over a 12 month
period. The loan is non-interest-bearing with limited recourse to the individual and is secured by the restricted
securities. The loan has a maturity of 10 years and is to be repaid from the proceeds of the sale of the related
restricted securities, if such sale precedes the maturity date. The full amount of the loan is outstanding at
December 31, 2003 and has been recorded as a subscription receivable within stockholders’ equity in the
accompanying consolidated balance sheet. As a result of the limited recourse on this note, Avici is treating this
issnance similar to a stock option.

See also section (e) of this footnote, “Option Exchange Program,” relating to restricted stock issued in
connection with Avici’s option exchange program as of October 31, 2001.

(h) 2000 Employee Stock Purchase Plan

A total of 187,500 shares of common stock have been reserved for issuance under the 2000 Employee Stock
Purchase Plan. The plan contains consecutive, overlapping, 24-month offering periods. Each offering period
includes four consecutive six-month purchase periods. Eligible employees may purchase common stock at a
price equal to 85% of the lower of the fair market value of the common stock (i) at the beginning of the offering
period or (ii) at the end of the purchase period, whichever is lower, with the option price at the beginning of the
first offering period equal to 85% of the initial public offering price. Participation is limited to 10% of the
employee’s eligible compensation, not to exceed $25,000 per calendar year or amounts allowed by the Internal
Revenue Code. On January 1 of each year, commencing with January 1, 2001, the aggregate number of shares of
common stock available for purchase under the 2000 Employee Stock Purchase Plan will automatically increase
by the number of shares necessary to cause the total number of shares then available for purchase to be 187,500
shares. During the years ended December 31, 2003, 2002 and 2001, Avici sold 50,962, 61,460 and 70,857 shares,
respectively; to employees under the 2000 Employee Stock Purchase Plan.
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(i) Accounting for Stock-Based Compensation

Through December 31, 2001, Avici had recorded cumulative non-cash deferred compensation, primarily
relating to pre-IPO grants, as an element of stockholders’ equity, representing the aggregate difference between
the deemed fair value of Avici’s common stock and the exercise price of stock options and restricted stock
granted and the selling price of stock sold. The deferred compensation is being recognized as an expense over the
vesting period of the stock options and restricted stock. During the years ended December 31, 2003, 2002 and
2001 Avici recorded approximately $1.0 million, $4.1 million and $15.0 million, respectively, of compensation
expense. Avici expects to recognize compensation expense of approximately $0.3 million in 2004 based on stock
options and restricted stock granted prior to December 31, 2003.

(j) Shareholder Rights Agreement

On December 5, 2001, the Board of Directors enacted a stockholder rights agreement and declared a
dividend of one preferred share purchase right for each cutstanding share of common stock outstanding at the
close of business on December 17, 2001 to the stockholders of record on that date. Each stockholder of record as
of December 17, 2001 received a summary of the rights and any new stock certificates issued after the record
date contain a legend describing the rights. Each preferred share purchase right entitles the registered holder to
purchase from Avici one two-hundred fiftieth of a share of Series A Junior Participating Preferred Stock, par
value $0.01 per share, at a price of $40.00 per one two-hundred fiftieth of a Preferred Share, subject to
adjustment, upon the occurrence of certain triggering events, including the purchase of 15% or more of Avici’s
outstanding common stock by a third party. Until a triggering event occurs, the common stockholders have no
right to purchase shares under the stockholder rights agreement. If the right to purchase the preferred stock is
triggered, the common stockholders will have the ability to purchase sufficient stock to significantly dilute the
15% or greater holder.

(4) INCOME TAXES

Avici accounts for income taxes in accordance with SFAS No. 109, Accounting for Income Taxes. Under
SFAS No. 109, deferred tax assets or liabilities are computed based on the difference between the financial
statement and income tax basis of assets and liabilities using currently enacted tax rates. Deferred income tax
expense or credits are based on changes in the asset or liability from period to period.

As Avici has incurred net operating losses since inception, no provision for federal or state income taxes has
been recorded. As of December 31, 2003, Avici had net operating loss carryforwards for federal and state income
tax purposes and tax credit carryforwards of approximately $295.5 million and $9.2 million, respectively.
Approximately $13.1 million of Avici’s net operating loss carryforwards relate to deductions associated with
Avici’s stock option plans, which will be benefited through stockholders’ equity if realized. The federal net
operating loss carryforwards expire beginning in 2012 through 2023, and are subject to review and possible
adjustment by the Internal Revenue Service (IRS). The utilization of the net operating loss carryforwards may be
subject to annual limitations as a result of changes in the ownership of the Company.

56




AVICI SYSTEMS INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
December 31, 2003
(all tabular amounts in thousands except share and per share data)

The approximate income tax effects of each type of temporary differences and carryforwards are as follows:

December 31,

2003 2002

Deferred Tax Assets:

Net operating loss carryforwards ................ ... ... ... ... ..., $ 118,199 §$ 106,002

Research credit carryforwards . .......... ... ... o i 9,199 8,257

Deprecialion ... .......ii e 6,656 4,688

CInventory ... e 2,211 3,113

Accrued compensation ............... e e 481 1,025

L4815 11 2,300 1,859
Gross deferred taxX @SSelS . .o v it e 139,046 124,944
Valuation allowance ... ...ttt (137,793) (123,632)
Total deferred tax @sSel . ... oottt e e 1,253 1,312

. Deferred Tax Liabilities:

Leases ..o.vovivvnnninn. . ST AR (1,253 . (1,312)
Total deferred tax liabilities . ......... i i (1,253) (1,312)
Net deferred taX @SSet « oo vttt et et e ettt e $ —  $ —

Due to the uncertainty surrounding the realization of the deferred tax assets, Avici has provided a full
valuation allowance against these amounts at December 31, 2003 and 2002.

(5) EMPLOYEE BENEFIT PLAN

Avici has a 401(k) Plan that provides for eligible employees to make contributions on a tax-deferred basis.
All employees on the first day of the month following their date of employment are eligible to participate in the
401(k) Plan. Contributions are limited to 15% of their annual compensation, as defined, subject to certain IRS
limitations. Avici may contribute to the Plan at its discretion. No employer contributions were made for all
periods presented.

(6) COMMITMENTS AND CONTINGENCIES
(a) Leases
Future minimum payments due under lease agreements at December 31, 2003 are as follows:

Capital Operating
Leases Leases

2004 . o 46 1,407
2005 .. P — 1,061
2000 . .o — 1,115
2007 . e — 743
Total payments ... ........o i e 46 $4,326
Less—Amounts representing interest . .............oooiiiii i 0
Present value of future minimum lease payments ........................ e 46
Less—CuIrent POrTION . ..\ ottt et ettt 46
L1330 1oy (1103 o PP 80
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Rent expense from operating leases included in the accompanying consolidated statements of operations
was approximately $1.3 million, $1.8 million and $2.3 million for the years ended December 31, 2003, 2002 and
2001 respectively. In connection with its facilities leases, Avici provided letters of credit to the lessor. The letters
of credit are fully collateralized by cash of $0.4 million and $0.5 million as of December 31, 2003 and 2002
respectively, and are recorded as restricted in the accompanying consolidated balance sheets.

(b) Commitments

Avici outsources the manufacture and assembly of its products. During the normal course of business, in
order to maintain competitive lead times for customers and adequate components supply, Avici enters into
agreements with certain suppliers to procure inventory based upon criteria as defined by Avici. As of December
31, 2003, Avici is committed to purchase approximately $2.2 million of inventory over the next 12 months.

(¢) Guarantees and Product Warranties

In November 2002, the Financial Accounting Standards Board issued Interpretation No. 45 (FIN 45),
“Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others,” which requires certain guarantees to be recorded at fair value as opposed to the current
practice of recording a liability only when a loss is probable and reasonably estimable and also requires a
guarantor to make significant new guaranty disclosures, even when the likelihood of making any payments under
the guarantee is remote. Avici adopted FIN 45 in the first quarter of 2003 and it did not have a material impact on
Avici’s consolidated financial position or results of operations. The following is a summary of agreements that
Avici has determined to be within the scope of FIN 45.

In the normal course of business, Avici may agree to indemnify other parties, including customers, lessors
and parties to other transactions with Avici, with respect to certain matters. Avici has agreed to hold these other
parties harmless against losses arising from a breach of representations or covenants, or other claims made
against certain parties Historically, payments made by Avici, if any, under these agreements have not had a
material impact on Avici’s operating results or financial position.

Avici establishes warranty reserves for costs expected to be incurred after the sale and delivery of product
for deficiencies as required under specific product warranty provisions. The warranty reserves are determined
based on the actual trend of historical charges incurred over the prior twelve-month period excluding any
significant or infrequent issues, which are specifically identified and reserved for. The warranty liability is
established when it is probable that customers will make claims and when a reasonable estimate of costs can be
made. Warranty reserves are included in accrued other in the accompanying consolidated balance sheets.

2003
Product warranty liability, beginningof year ........... ... .. ... .. . ... $ 985
Warranties issued during the period . . ....... ... ... i 1,092
Settlements made during theperiod ......... ... .. i (961)
Product warranty liability,endofyear......... ... . ... L $1,116
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(d) Litigation

In addition to claims in the normal course of business, twelve purported securities class action lawsuits were
filed against Avici and one or more of Avici’s underwriters in Avici’s initial public offering, and certain officers
and directors of Avici. The lawsuits alleged violations of the federal securities laws and were docketed in the
U.S. District Court for the Southern District of New York (the “Court”) as: Felzen, et al. v. Avici Systems Inc., et
al., C.A. No. 01-CV-3363; Lefkowitz, et al. v. Avici Systems Inc,, et al., C.A. No. 01-CV-3541; Lewis, et al. v.
Avici Systems Inc., et al., C.A. No. 01-CV-3698; Mandel, et. al v. Avici Systems Inc., et al., C.A. No. 01-CV-
3713; Minai, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-3870; Steinberg, et al. v. Avici Systems Inc., et
al., C.A. No. 01-CV-3983; Pelissier, et al. v. Avici Systems Inc., et al.,, C.A. No. 01-CV-4204; Esther, et al. v.
Avici Systems Inc., et al., C.A. No. 01-CV-4352; Zhous, et al. v. Avici Systems Inc. et al., C.A. No. 01-CV-
4494; Mammen, et al. v. Avici Systems Inc., et. al., C.A. No. 01-CV-5722; Lin, et al. v. Avici Systems Inc., et
al., C.A. No. 01-CV-5674; and Shives, et al. v. Banc of America Securities, et al., C.A. No. 01-CV-4956. On
April 19, 2002, a consolidated amended class action complaint (the “Complaint”), which superseded these twelve
purported securities class action lawsuits, was filed in the Court. The Complaint is captioned “In re Avici
Systems, Inc. Initial Public Offering Securities Litigation” (21 MC 92, 01 Civ. 3363 (SAS)) and names as
defendants Avici, certain of the underwriters of Avici’s initial public offering, and certain of Avici’s officers and
directors. The Complaint, which seeks unspecified damages, alleges violations of the federal securities laws,
including among other things, that the underwriters of Avici’s initial public offering (“IPO”) improperly required
their customers to pay the underwriters excessive commissions and to agree to buy additional shares of Avici’s
stock in the aftermarket as conditions of receiving shares in Avici’s IPO. The Complaint further claims that these
supposed practices of the underwriters should have been disclosed in Avici’s IPO prospectus and registration
statement. In addition to the Complaint against Avici, various other plaintiffs have filed other substantially
similar class action cases against approximately 300 other publicly traded companies and their IPO underwriters
in New York City, which along with the case against Avici have all been transferred to a single federal district
judge for purposes of case management. Avici and its officers and directors believe that the claims against Avici
lack merit, and have defended the litigation vigorously. In that regard, on July 15, 2002, Avici, together with the
other issuers named as defendants in these coordinated proceedings, filed a collective motion to dismiss the
consolidated amended complaints against them on various legal grounds common to all or most of the issuer
defendants.

On October 9, 2002, the Court dismissed without prejudice all claims against the individual current and
former officers and directors who were named as defendants in our litigation, and they are no longer parties to
the lawsuit. On February 19, 2003, the Court issued its ruling on the motions to dismiss filed by the issuer
defendants and separate motions to dismiss filed by the underwriter defendants. In that ruling, the Court granted
in part and denied in part those motions. As to the claims brought against Avici under the antifraud provisions of
the securities laws, the Court dismissed all of these claims with prejudice, and refused to allow the plaintiffs an
opportunity to re-plead these claims against Avici. As to the claims brought under the registration provisions of
the securities laws, which do not require that intent to defraud be pleaded, the Court denied the motion to dismiss
these claims as to Avici and as to substantially all of the other issuer defendants as well. The Court also denied
the underwriter defendants’ motion to dismiss in all respects.

In June 2003, Avici elected to participate in a proposed settlement agreement with the plaintiffs in this
litigation. If ultimately approved by the Court, this proposed settlement would result in a dismissal, with
prejudice, of all claims in the litigation against Avici and against any of the other issuer defendants who elect to
participate in the proposed settlement, together with the current or former officers and directors of participating
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issuers who were named as individual defendants. The proposed settlement does not provide for the resolution of
any claims against the underwriter defendants, and the litigation as against those defendants is continuing. The
proposed settlement provides that the class members in the class action cases brought against the participating
issuer defendants will be guaranteed a recovery of $1 billion by insurers of the participating issuer defendants. If
recoveries totaling $1 billion or more are obtained by the class members from the underwriter defendants,
however, the monetary obligations to the class members under the proposed settlement will be satisfied. In
addition, Avici and any other participating issuer defendants will be required to assign to the class members
certain claims that they may have against the underwriters of their IPOs.

The proposed settlement contemplates that any amounts necessary to fund the settlement or settlement-
related expenses would come from participating issuers’ directors and officers liability insurance policy proceeds
as opposed to funds of the participating issuer defendants themselves. A participating issuer defendant could be
required to contribute to the costs of the settlement if that issuer’s insurance coverage were insufficient to pay
that issuer’s allocable share of the settlement costs. Avici expects that its insurance proceeds will be sufficient for
these purposes and that it will not otherwise be required to contribute to the proposed settlement. Consummation
of the proposed settlement is conditioned upon, among other things, negotiating, executing, and filing with the
Court final settlement documents, and final approval by the Court. Formal settlement documents for submission
to the Court are currently being drafted. If the proposed settlement described above is not consummated, Avici
intends to continue to defend the litigation vigorously. Moreover, if the proposed settlement is not consummated,
Avici believes that the underwriters may have an obligation to indemnify Avici for the legal fees and other costs
of defending this suit and that Avici’s directors’ and officers’ liability insurance policies would also cover the
defense and potential exposure in the suit. While Avici can make no promises or guarantees as to the outcome of
these proceedings, Avici believes that the final result of these actions will have no material effect on Avici’s
consolidated financial condition, results of operations or cash flows.

The Securities and Exchange Commission (the “SEC”) is conducting several investigations relating to
Qwest Communications (“Qwest™) and its business relationships. In the SEC investigation entitied “Issuers
Related to Qwest,” Avici understands that it is one of eleven companies whose business dealings with Qwest are
being investigated. Avici has cooperated with these investigations and there has been no wrong doing by Avici
alleged in any of these investigations. How long these investigations may continue and their ultimate outcome
cannot be determined.

(7) SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)
Consolidated Statement of Operations Data:
March 31, June30, September 30, December 31,

2003 2003 2003 2003

Gross revenue—product ... ............. ..., $ 6,663 $ 8,827 $ 9,353 $10,292
Gross revenue—sServiCe ..........o.vviveu.n... 927 1,020 1,108 1,226
Common stock warrant discount—product ....... 817 (817) (817) —_
Netrevenue . ..........couiiinnenneneann $ 6,773 $ 9,030 $ 9,644 $11,518
Gross margin—product ...................... $ 2585 $ 5111 $ 6,058 $ 7,324
Gross margin—service ......... ..o 165 283 289 491
Gross margin—total .............cc.couennn... $ 2,750 $ 5,394 $ 6,347 $ 7,815
Netloss ........... Y $(12,700) $(11,313)  $(9,111) $(3,907)
Basic and diluted net loss per share ............. $ (1.03) $ (092) $ (0.75) $ (0.32)
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Avici has separately disclosed in the statements of operations in this Annual Report the gross revenue and
cost of sales for product and service. In 2002 while reviewing historical cost of service revenue, Avici
reclassified certain operating expenses to cost of sales. The gross margin amounts presented below reflect the
gross margins after the impact of the reclassifications (see Note 1(p)). The net loss and net loss per share amounts
for the quarters ended March 31, 2002, June 30, 2002, and September 30, 2002 have also been adjusted to reflect
a decrease in stock based compensation expense relating to certain employee terminations. The original amounts
reported and adjustments are as follows:

Net loss per
Net Loss share

Quarter ended March 31, 2002:
Asoriginallyreported . ... .. $(18,442) $(1.48)
Reduction in stock based compensationexpense ......................... 719 0.06
REVISEA ..ottt et e e e e $(17,723)  $(1.42)
Quarter ended June 30, 2002; \
Asoriginally reported .. ....oviti i e e e $(15,546)  $(1.24)
Reduction in stock based compensation eXpense ................c.... ..., 526 0.03
RevISEd . ..ot $(15,020)  $(1.21)
Quarter ended September 30, 2002:
As originally reported ... ... i e $(18,371)  $(1.48)
Reduction in stock based compensation expense ................ .. 424 0.04
ReVised . ... $(17,947) $(1.44)

March 31, June30, September 30, December 31,

2002 2002 2002 2002

Gross revenue—product . ... ... oo, $ 8436 $ 8222 $ 6,387 $ 6,343
Gross revenue—sServiCe . ......ovinrinnnnennn 791 1,122 878 965
Common stock warrant discount—product ....... (817) (816) (817) (816)
NELTEVENUE « o vt o vttt et e e et eiiae e $ 8410 $ 8528 $ 6,448 $ 6,492
Gross margin—product ........... .. ..., $ 2,160 § 4,061 $ 2,745 $ 2,023
Gross margin—serviCe ... .........oeeuueunn.. 348 669 193 274
Gross margin—total .............. ... ... $ 2,508 $ 4730 $ 2,938 $ 2,297
Net 1088 v v vve it e e e $(17,723) $(15,020) $(17,947) $(14,090)
Basic and diluted net loss per share ............. $ 142) $ (121 $ (144 0§ (113)
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

Avici filed a Report on Form 8-K dated July 1, 2002 and a Report on form 8-K/A dated July 3, 2002,
reporting a change in Avici’s certifying accountant from Arthur Andersen LLP to Emst & Young LLP which
Report on Form 8-K is incorporated herein by reference. '

ITEM 9A. CONTROLS AND PROCEDURES
Evaluation of disclosure controls and procedures

Avici, under the supervision and with the participation of Avici’s management, including the principal
executive officer and principal financial officer, have evaluated the effectiveness of Avici’s disclosure controls
and procedures as of the end of the period covered by this quarterly report (the “Evaluation Date”) pursuant to
Rule 13a-15(b) and 15d-15(b) promulgated under the Securities Exchange Act of 1934, as amended (the
“Exchange Act”). Based on this evaluation, Avici’s principal executive officer and principal financial officer
have concluded, that, as of the Evaluation Date, Avici’s disclosure controls and procedures effectively ensure
that information required to be disclosed in our filings and submissions under the Exchange Act is recorded,
processed, summarized, and reported within the time periods specified in the Securities and Exchange
Commission’s rules and forms.

Changes in internal control over financial reporting

There were no changes in Avici’s internal control over financial reporting during Avici’s last fiscal quarter
that have materially affected, or are reasonably likely to materially affect Avici’s internal control over financial
reporting.
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PART III

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by this Item 10 is incorporated herein by reference to our Definitive Proxy
Statement with respect to our 2004 Annual Meeting of Stockholders to be filed with the Securities and Exchange
Commission not later than 120 days after the end of the fiscal year ended December 31, 2003.

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item 11 is incorporated herein by reference to our Definitive Proxy
Statement with respect to our 2004 Annual Meeting of Stockholders to be filed with the Securities and Exchange
Commission not later than 120 days after the end of the fiscal year ended December 31, 2003.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The information required by this Item 12 is incorporated herein by reference to our Definitive Proxy
Statement with respect to our 2004 Annual Meeting of Stockholders to be filed with the Securities and Exchange
Commission not later than 120 days after the end of the fiscal year ended December 31, 2003, under the heading
of “Ownership of Management and Directors” and “Equity Compensation Plan Information.”

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this Item 13 is incorporated herein by reference to our Definitive Proxy
Statement with respect to our 2004 Annual Meeting of Stockholders to be filed with the Securities and Exchange
Commission not later than 120 days after the end of the fiscal year ended December 31, 2003.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES.

The information required by this Item 14 is incorporated herein by reference to our Definitive Proxy
Statement with respect to our 2004 Annual Meeting of Stockholders to be filed with the Securities and Exchange
Commission no later than 120 days after the end of the fiscal year ended December 31, 2003.

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8-K
(a) The following documents are filed as a part of this Form 10-K:

1. All Financial Statements. (see “Consolidated Financial Statements and Supplementary Data” at Item 8 and
incorporated herein by reference).

2. Financial Statement Schedules. (see “Schedule IT ~ Valuation and Qualifying Accounts,” which is included
herein by reference)

3. Exhibits
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The following exhibits are filed as part of and incorporated by reference into this Form 10-K:

Exhibit
Number

3.1

32

33

34

35

4.1

4.2

10.1*

10.2*

10.3*

10.4*

10.5

10.6

10.7

10.8

Description of Document

Fourth Amended and Restated Certificate of Incorporation (previously filed as Exhibit 3.2 to our
Registration Statement on Form S-1 (File No. 333-37316), which is incorporated herein by reference)

Certificate of Amendment of Fourth Restated Certificate of Incorporation of the Registrant (previously
filed as Exhibit 3.2 to our Form 10-K for the year ended December 31, 2002 filed with the Commission
on March 28, 2003 (File No. 000-30865), which is incorporated herein by reference)

Certificate of Designation of Series A Junior Participating Preferred Stock of the Registrant (previously
filed as Exhibit 3.3 to our Form 10-K for the year ended December 31, 2002 filed with the Commission
on March 28, 2003 (File No. 000-30865), which is incorporated herein by reference)

Certificate of Amendment of Certificate of Designation of Series A Junior Participating Preferred Stock
of the Registrant (previously filed as Exhibit 3.4 to our Form 10-K for the year ended December 31,
2002 filed with the Commission on March 28, 2003 (File No. 000-30865), which is incorporated herein
by reference)

Amended and Restated By-Laws of the Registrant (previously filed as Exhibit 3.4 to our Registration
Statement on Form S-1 (File No. 333-37316), which is incorporated herein by reference)

Specimen certificate representing the Registrant’s Common Stock (previously filed as Exhibit 4.1 to
our Form 10-K for the year ended December 31, 2002 filed with the Commission on March 28, 2003
(File No. 000-30865), which is incorporated herein by reference)

Common Stock Purchase Warrant, dated as of January 7, 2004, issued to Nortel Networks Limited by
Avici Systems Inc. (previously filed as Exhibit 4.1 to our Form 8-K filed with the Commission on
January 8, 2004 (File No. 000-30865), which is incorporated herein by reference)

1997 Stock Incentive Plan (previously filed as Exhibit 10.1 to our Registration Statement on Form S-1
(File No. 333-37316), which is incorporated herein by reference)

2000 Stock Option and Incentive Plan (previously filed as Exhibit 10.2 to our Registration Statement on
Form S-1 (File No. 333-37316), which is incorporated herein by reference)

2000 Employee Stock Purchase Plan, as amended on December 20, 2000 (previously filed as Exhibit
10.3 to our Form 10-K for the year ended December 31, 2001 filed with the Commission on March 22,
2002 (File No. 000-30865), which is incorporated herein by reference)

2000 Non-Employee Director Stock Option Plan (previously filed as Exhibit 10.4 to our Registration
Statement on Form S-1 (File No. 333-37316), which is incorporated herein by reference)

Fifth Amended and Restated Investor Rights Agreement, by and among the registrant and the Investors
and Founders listed therein, dated as of April 24, 2000, as amended (previously filed as Exhibit 10.5 to
our Registration Statement on Form S-1 (File No. 333-37316), which is incorporated herein by
reference)

Omnibus Agreement, dated August 26, 1999, between the Registrant and Nortel Networks Inc.
(previously filed as Exhibit 10.6 to our Registration Statement on Form S-1 (File No. 333-37316),
which is incorporated herein by reference)

Lease, dated June 2, 1998, between the Registrant and Y-CEE Investment Trust, as amended
(previously filed as Exhibit 10.7 to our Registration Statement on Form S-1 (File No. 333-37316),
which is incorporated herein by reference)

EMC Module Supply Agreement, dated May 1999, between the Registrant and Nortel Networks Inc.
(previously filed as Exhibit 10.8 to our Registration Statement on Form S-1 (File No. 333-37316),
which is incorporated herein by reference)
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Exhibit
Number Description of Document

10.9%  Procurement Agreement, dated May 17, 2000, between the Registrant and Williams Communications,
Inc. (previously filed as Exhibit 10.9 to our Registration Statement on Form S-1 (File No. 333-37316),
which is incorporated herein by reference),

10.10*  Offer letter, dated January 13, 2000, from the Registrant to Paul F. Brauneis (previously filed as Exhibit
10.11 to our Registration Statement on Form S-1 (File No. 333-37316), which is incorporated herein by
reference)

10.11  Lease, dated June 8, 2000, between the Registrant and Yvon Cormier, Trustee of Y-C Investment Trust
V (previously filed as Exhibit 10.12 to our Registration Statement on Form S-1 (File No. 333-37316),
which is incorporated herein by reference)

10.12*  Offer letter, dated July 27; 2000 between the Registrant and Steven B. Kaufman (previously filed as
 Exhibit 10.1 to our Form 10-Q for the quarterly period ended September 30, 2000 filed with the
Commission on November 13, 2000 (File No. 000-30865), which is incorporated herein by reference)

10.13  Lease, dated August 2, 2000, between the Registrant and Y-CEE_Investment Trust (previously filed as
Exhibit 10.2 to our Form 10-Q for the quarterly period ended September 30, 2000 filed with the
Commission on November 13, 2000 (File No. 000-30865), which is incorporated herein by reference)

10.14*  Offer letter, dated March 28, 2003, between the Registrant and Chris Koeneman (previously filed as
Exhibit 10.1 to our Form 10-Q for the quarterly period ended March 31, 2003 filed with the
Commission on May 14, 2003 (File No. 000-30865), which is incorporated herein by reference)

10.15+ OEM Purchase and Sales Agreement, dated January 7, 2004, between the Registrant and Nortel
Networks Limited

16.1 Letter from Arthur Andersen LLP to the SEC dated July 2, 2002 (previously filed as Exhibit 16.1 to our
Form 8-K/A filed with the Commission on July 3, 2002 (File No. 000-30865), which is incorporated
herein by reference)

21.1 Subsidiaries of Avici

23.1 Consent of Emst & Young LLP

24.1 Power of Attorney (included as part of the signature page of this Report)
311 Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
31.2 Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32.1 Certification Pursuant to 18 U.S.C. Section 1350, As Adopted Pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002 ‘

32.2 Certification Pursuant to 18 U.S.C. Section 1350, As Adopted Pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002

Indicates a management contract or any compensatory plan, contract or arrangement
Confidential treatment granted for certain portions of this Exhibit pursuant to Rule 406 promulgated under
the Securities Act, which portions are omitted and filed separately with the Securities and Exchange
Commission

+  Confidential treatment requested for certain portions of this Exhibit pursuant to Rule 24b-2 promulgated
under the Securities and Exchange Act, which portions are omitted and filed separately with the Securities
and Exchange Commission
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(b)

{c)
@

Reports on Form §-K.

Avici filed a Report on Form 8-K dated October 22, 2003 to furnish a press release whereby Avici
provided its third quarter financial results and announced that it planned to hold a conference call regarding
its financial results for the quarter ended September 30, 2003 on October 22, 2003. Avici also furnished a
description of its use of Non-GAAP financial information,

Avici filed a Report on Form 8-K dated January 7, 2004 reporting Avici’s agreement to enter into an
OEM Purchase and Sales Agreement with, and to issue a warrant to purchase 800,000 shares of Avici
common stock to, Nortel Networks Ltd.

Avici filed a Report on Form 8-K dated January 29, 2004 to furnish a press release whereby Avici
provided its fourth quarter financial results and announced that it planned to hold a conference call
regarding its financial results for the quarter ended December 31, 2003 on January 29, 2004. Avici also
furnished a description of its use of Non-GAAP financial information.

Avici hereby files as part of this Report our Form 10-K the Exhibifs listed in Item 15(a)(3) above,

Financial Statement Schedules. Avici hereby files as part of this Annual Report on Form 10-K Schedule II -
Valuation and Qualifying Accounts, which is included herein.
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SIGNATURES

Pursuant to the requirements.of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

AVICI SYSTEMS INC.

By: /s/ _PAUL F. BRAUNEIS

Paul F. Brauneis
Chief Financial Officer, Treasurer and
Senior Vice President of Administration

Date: March 12, 2004
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POWER OF ATTORNEY AND SIGNATURES

We, the undersigned officers and directors of Avici Systems Inc., hereby severally constitute and appoint
Paui F. Brauneis, our true and lawful attorney, with full power to him, to sign for us in our names in the
capacities indicated below, any amendments to this Annual Report on Form 10-K (including post-effective
amendments), and to file the same, with all exhibits thereto and other documents in connection therewith, with
the Securities and Exchange Commission, and generally to do all things in our names and on our behalf in our
capacities as officers and directors to enable Avici Systems Inc., to comply with the provisions of the Securities
Act of 1933, as amended, hereby ratifying and confirming our signatures as they may be 51gned by our said
attorneys, or any of them, to said Annual Report and all amendments thereto.

Pursuant to the requirements of the Securities Act of 1933, this Annual Report on Form 10-K has been
signed by the following persons in the capacities and on the date indicated.

Signature Tide Date
/s/ SURYA R. PANDITI Chairman and Director March 12, 2004
Surya R. Panditi
/s/ STEVEN B. KAUFMAN President, Chief Executive Officer and March 12, 2004
Steven B. Kaufman Director (principal executive
officer)
/s/ PAUL F. BRAUNEIS Chief Financial Officer, Treasurer and March 12, 2004
Paul F. Brauneis Senior Vice President of

Administration (principal financial
officer and principal accounting

officer)

/s/  JAMES R. SWARTZ Director March 12, 2004
James R. Swartz

/s/ ROBERT P. SCHECHTER Director March 12, 2004

Robert P. Schechter

/s/ WILLIAM INGRAM Director March 12, 2004
William Ingram

/s/ RICHARD T. LIEBHABER Director March 12, 2004

Richard T. Liebhaber
/s/ HENRY ZANNINI Director March 12, 2004

Henry Zannini
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AVICI SYSTEMS INC.

SCHEDULE I—VALUATION AND QUALIFYING ACCOUNTS

In thousands
Balance at Charged to Charged to Balance
Beginning  Costs and Other at End
Description of Period Expenses Accounts  Deductions of Period
Accounts Receivable Reserves and Allowances
Year ended December 31,2002 .......oovn ... $— $220 $— $ 45 $175
Year ended December 31,2003 ................... $175 $ 70 $— $— $245
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“Safe Harbor” statement under the Private Securities Litigation Reform Act of 1995; any statements
in this Annual Report that are not statements of historical fact are forward-looking statements that
are subject to a number of important risks and uncertainties that could cause actual results to differ
materially. Specifically, this Annual Report contains forward-looking statements related to: the size,
characteristics, regulation, and growth of the markets for the Company’s products; objectives and
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looking statements are subject to a number of risks and uncertainties which are included in the
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